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title insurance company, or escrow
company.

(3) The person and the taxpayer bear
a relationship described in either sec-
tion 267(b) or section 707(b) (determined
by substituting in each section ‘‘10 per-
cent’’ for ‘‘50 percent’’ each place it ap-
pears).

(4) The person and a person described
in paragraph (k)(2) of this section bear
a relationship described in either sec-
tion 267(b) or section 707(b) (determined
by substituting in each section ‘‘10 per-
cent’’ for ‘‘50 percent’’ each place it ap-
pears).

(5) This paragraph (k) may be illus-
trated by the following examples. Un-
less otherwise provided, the following
facts are assumed: On May 1, 1991, B en-
ters into an exchange agreement (as
defined in paragraph (g)(4)(iii)(B) of
this section) with C whereby B retains
C to facilitate an exchange with re-
spect to real property X. On May 17,
1991, pursuant to the agreement, B exe-
cutes and delivers to C a deed convey-
ing real property X to C. C has no rela-
tionship to B described in paragraph
(k)(2), (k)(3), or (k)(4) of this section.

Example 1. (i) C is B’s accountant and has
rendered accounting services to B within the
2-year period ending on May 17, 1991, other
than with respect to exchanges of property
intended to qualify for nonrecognition of
gain or loss under section 1031.

(ii) C is a disqualified person because C has
acted as B’s accountant within the 2-year pe-
riod ending on May 17, 1991.

(iii) If C had not acted as B’s accountant
within the 2-year period ending on May 17,
1991, or if C had acted as B’s accountant
within that period only with respect to ex-
changes intended to qualify for nonrecogni-
tion of gain or loss under section 1031, C
would not have been a disqualified person.

Example 2. (i) C, which is engaged in the
trade or business of acting as an
intermediary to facilitate deferred ex-
changes, is a wholly owned subsidiary of an
escrow company that has performed routine
escrow services for B in the past. C has pre-
viously been retained by B to act as an
intermediary in prior section 1031 exchanges.

(ii) C is not a disqualified person notwith-
standing the intermediary services pre-
viously provided by C to B (see paragraph
(k)(2)(i) of this section) and notwithstanding
the combination of C’s relationship to the es-
crow company and the escrow services pre-
viously provided by the escrow company to B
(see paragraph (k)(2)(ii) of this section).

Example 3. (i) C is a corporation that is
only engaged in the trade or business of act-

ing as an intermediary to facilitate deferred
exchanges. Each of 10 law firms owns 10 per-
cent of the outstanding stock of C. One of
the 10 law firms that owns 10 percent of C is
M. J is the managing partner of M and is the
president of C. J, in his capacity as a partner
in M, has also rendered legal advice to B
within the 2-year period ending on May 17,
1991, on matters other than exchanges in-
tended to qualify for nonrecognition of gain
or loss under section 1031.

(ii) J and M are disqualified persons. C,
however, is not a disqualified person because
neither J nor M own, directly or indirectly,
more than 10 percent of the stock of C. Simi-
larly, J’s participation in the management of
C does not make C a disqualified person.

(l) [Reserved]
(m) Definition of fair market value. For

purposes of this section, the fair mar-
ket value of property means the fair
market value of the property without
regard to any liabilities secured by the
property.

(n) No inference with respect to actual
or constructive receipt rules outside of sec-
tion 1031. The rules provided in this sec-
tion relating to actual or constructive
receipt are intended to be rules for de-
termining whether there is actual or
constructive receipt in the case of a de-
ferred exchange. No inference is in-
tended regarding the application of
these rules for purposes of determining
whether actual or constructive receipt
exists for any other purpose.

(o) Effective date. This section applies
to transfers of property made by a tax-
payer on or after June 10, 1991. How-
ever, a transfer of property made by a
taxpayer on or after May 16, 1990, but
before June 10, 1991, will be treated as
complying with section 1031 (a)(3) and
this section if the deferred exchange
satisfies either the provision of this
section or the provisions of the notice
of proposed rulemaking published in
the FEDERAL REGISTER on May 16, 1990
(55 FR 20278).

[T.D. 8346, 56 FR 19938, May 1, 1991, as amend-
ed by T.D. 8535, 59 FR 18749, Apr. 20, 1994]

§ 1.1032–1 Disposition by a corporation
of its own capital stock.

(a) The disposition by a corporation
of shares of its own stock (including
treasury stock) for money or other
property does not give rise to taxable
gain or deductible loss to the corpora-
tion regardless of the nature of the
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transaction or the facts and cir-
cumstances involved. For example, the
receipt by a corporation of the sub-
scription price of shares of its stock
upon their original issuance gives rise
to neither taxable gain nor deductible
loss, whether the subscription or issue
price be equal to, in excess of, or less
than, the par or stated value of such
stock. Also, the exchange or sale by a
corporation of its own shares for
money or other property does not re-
sult in taxable gain or deductible loss,
even though the corporation deals in
such shares as it might in the shares of
another corporation. A transfer by a
corporation of shares of its own stock
(including treasury stock) as com-
pensation for services is considered, for
purposes of section 1032(a), as a disposi-
tion by the corporation of such shares
for money or other property.

(b) Section 1032(a) does not apply to
the acquisition by a corporation of
shares of its own stock except where
the corporation acquires such shares in
exchange for shares of its own stock
(including treasury stock). See para-
graph (e) of § 1.311–1, relating to treat-
ment of acquisitions of a corporation’s
own stock. Section 1032(a) also does not
relate to the tax treatment of the re-
cipient of a corporation’s stock.

(c) Where a corporation acquires
shares of its own stock in exchange for
shares of its own stock (including
treasury stock) the transaction may
qualify not only under section 1032(a),
but also under section 368(a)(1)(E) (re-
capitalization) or section 305(a) (dis-
tribution of stock and stock rights).

(d) For basis of property acquired by
a corporation in connection with a
transaction to which section 351 ap-
plies or in connection with a reorga-
nization, see section 362. For basis of
property acquired by a corporation in a
transaction to which section 1032 ap-
plies but which does not qualify under
any other nonrecognition provision,
see section 1012.

§ 1.1032–2 Disposition by a corporation
of stock of a controlling corporation
in certain triangular reorganiza-
tions.

(a) Scope. This section provides rules
for certain triangular reorganizations
described in § 1.358–6(b) when the ac-

quiring corporation (S) acquires prop-
erty or stock of another corporation
(T) in exchange for stock of the cor-
poration (P) in control of S.

(b) General nonrecognition of gain or
loss. For purposes of § 1.1032–1(a), in the
case of a forward triangular merger, a
triangular C reorganization, or a tri-
angular B reorganization (as described
in § 1.358–6(b)), P stock provided by P to
S, or directly to T or T’s shareholders
on behalf of S, pursuant to the plan of
reorganization is treated as a disposi-
tion by P of shares of its own stock for
T’s assets or stock, as applicable. For
rules governing the use of P stock in a
reverse triangular merger, see section
361.

(c) Treatment of S. S must recognize
gain or loss on its exchange of P stock
as consideration in a forward tri-
angular merger, a triangular C reorga-
nization, or a triangular B reorganiza-
tion (as described in § 1.358–6(b)), if S
did not receive the P stock from P pur-
suant to the plan of reorganization.
See § 1.358–6(d) for the effect on P’s
basis in its S or T stock, as applicable.
For rules governing S’s use of P stock
in a reverse triangular merger, see sec-
tion 361.

(d) Examples. The rules of this section
are illustrated by the following exam-
ples. For purposes of these examples, P,
S, and T are domestic corporations, P
and S do not file consolidated returns,
P owns all of the only class of S stock,
the P stock exchanged in the trans-
action satisfies the requirements of the
applicable reorganization provisions,
and the facts set forth the only cor-
porate activity.

Example 1. Forward triangular merger solely
for P stock. (a) Facts. T has assets with an
aggregate basis of $60 and fair market value
of $100 and no liabilities. Pursuant to a plan,
P forms S by transferring $100 of P stock to
S and T merges into S. In the merger, the T
shareholders receive, in exchange for their T
stock, the P stock that P transferred to S.
The transaction is a reorganization to which
sections 368(a)(1)(A) and (a)(2)(D) apply.

(b) No gain or loss recognized on the use of P
stock. Under paragraph (b) of this section,
the P stock provided by P pursuant to the
plan of reorganization is treated for purposes
of § 1.1032–1(a) as disposed of by P for the T
assets acquired by S in the merger. Con-
sequently, neither P nor S has taxable gain
or deductible loss on the exchange.
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Example 2. Forward triangular merger solely
for P stock provided in part by S. (a) Facts.
T has assets with an aggregate basis of $60
and fair market value of $100 and no liabil-
ities. S is an operating company with sub-
stantial assets that has been in existence for
several years. S also owns P stock with a $20
adjusted basis and $30 fair market value. S
acquired the P stock in an unrelated trans-
action several years before the reorganiza-
tion. Pursuant to a plan, P transfers addi-
tional P stock worth $70 to S and T merges
into S. In the merger, the T shareholders re-
ceive $100 of P stock ($70 of P stock provided
by P to S as part of the plan and $30 of P
stock held by S previously). The transaction
is a reorganization to which sections
368(a)(1)(A) and (a)(2)(D) apply.

(b) Gain or loss recognized by S on the use of
its P stock. Under paragraph (b) of this sec-
tion, the $70 of P stock provided by P pursu-
ant to the plan of reorganization is treated
as disposed of by P for the T assets acquired
by S in the merger. Consequently, neither P
nor S has taxable gain or deductible loss on
the exchange of those shares. Under para-
graph (c) of this section, however, S recog-
nizes $10 of gain on the exchange of its P
stock in the reorganization because S did not
receive the P stock from P pursuant to the
plan of reorganization. See § 1.358–6(d) for the
effect on P’s basis in its S stock.

(e) Effective date. This section applies
to triangular reorganizations occurring
on or after December 23, 1994.

[T.D. 8648, 60 FR 66081, Dec. 21, 1995]

§ 1.1033(a)–1 Involuntary conversions;
nonrecognition of gain.

(a) In general. Section 1033 applies to
cases where property is compulsorily
or involuntarily converted. An involun-
tary conversion may be the result of the
destruction of property in whole or in
part, the theft of property, the seizure
of property, the requisition or con-
demnation of property, or the threat or
imminence of requisition or condemna-
tion of property. An involuntary conver-
sion may be a conversion into similar
property or into money or into dissimi-
lar property. Section 1033 provides
that, under certain specified cir-
cumstances, any gain which is realized
from an involuntary conversion shall
not be recognized. In cases where prop-
erty is converted into other property
similar or related in service or use to
the converted property, no gain shall
be recognized regardless of when the
disposition of the converted property
occurred and regardless of whether or

not the taxpayer elects to have the
gain not recognized. In other types of
involuntary conversion cases, however,
the proceeds arising from the disposi-
tion of the converted property must
(within the time limits specified) be re-
invested in similar property in order to
avoid recognition of any gain realized.
Section 1033 applies only with respect
to gains; losses from involuntary con-
versions are recognized or not recog-
nized without regard to this section.

(b) Special rules. For rules relating to
the application of section 1033 to invol-
untary conversions of a principal resi-
dence with respect to which an election
has been made under section 121 (relat-
ing to gain from sale or exchange of
residence of individual who has at-
tained age 65), see paragraph (g) of
§ 1.121–5. For rules applicable to invol-
untary conversions of a principal resi-
dence occurring before January 1, 1951,
see § 1.1033(a)–3. For rules applicable to
involuntary conversions of a principal
residence occurring after December 31,
1950, and before January 1, 1954, see
paragraph (h)(1) of § 1.1034–1. For rules
applicable to involuntary conversions
of a personal residence occurring after
December 31, 1953, see § 1.1033(a)–3. For
special rules relating to the election to
have section 1034 apply to certain in-
voluntary conversions of a principal
reisdence occurring after December 31,
1957, see paragraph (h)(2) of § 1.1034–1.
For special rules relating to certain in-
voluntary conversions of real property
held either for productive use in trade
or business or for investment and oc-
curring after December 31, 1957, see
§ 1.1033(g)–1. See also special rules ap-
plicable to involuntary conversions of
property sold pursuant to reclamation
laws, livestock destroyed by disease,
and livestock sold on account of
drought provided in §§ 1.1033(c)–1,
1.1033(d)–1, and 1.1033(e)–1, respectively.
For rules relating to basis of property
acquired through involuntary conver-
sions, see § 1.1033(b)–1. For determina-
tion of the period for which the tax-
payer has held property acquired as a
result of certain involuntary conver-
sions, see section 1223 and regulations
issued thereunder. For treatment of
gains from involuntary conversions as
capital gains in certain cases, see sec-
tion 1231(a) and regulations issued
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thereunder. For portion of war loss re-
coveries treated as gain on involuntary
conversion, see section 1332(b)(3) and
regulations issued thereunder.

(Secs. 1033 (90 Stat. 1920, 26 U.S.C. 1033), and
7805 (68A Stat. 917, 26 U.S.C. 7805))

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as
amended by T.D. 6856, 30 FR 13318, Oct. 20,
1965; T.D. 7625, 44 FR 31013, May 30, 1979; T.D.
7758, 46 FR 6925, Jan. 22, 1981]

§ 1.1033(a)–2 Involuntary conversion
into similiar property, into money
or into dissimilar property.

(a) In general. The term disposition of
the converted property means the de-
struction, theft, seizure, requisition, or
condemnation of the converted prop-
erty, or the sale or exchange of such
property under threat or imminence of
requisition or condemnation.

(b) Conversion into similar property. If
property (as a result of its destruction
in whole or in part, theft, seizure, or
requisition or condemnation or threat
or imminence thereof) is compulsorily
or involuntarily converted only into
property similar or related in service
or use to the property so converted, no
gain shall be recognized. Such non-
recognition of gain is mandatory.

(c) Conversion into money or into dis-
similar property. (1) If property (as a re-
sult of its destruction in whole or in
part, theft, seizure, or requisition or
condemnation or threat or imminence
thereof) is compulsorily or involuntar-
ily converted into money or into prop-
erty not similar or related in service or
use to the converted property, the
gain, if any, shall be recognized, at the
election of the taxpayer, only to the
extent that the amount realized upon
such conversion exceeds the cost of
other property purchased by the tax-
payer which is similar or related in
service or use to the property so con-
verted, or the cost of stock of a cor-
poration owning such other property
which is purchased by the taxpayer in
the acquisition of control of such cor-
poration, if the taxpayer purchased
such other property, or such stock, for
the purpose of replacing the property
so converted and during the period
specified in subparagraph (3) of this
paragraph. For the purposes of section
1033, the term control means the owner-
ship of stock possessing at least 80 per-

cent of the total combined voting
power of all classes of stock entitled to
vote and at least 80 percent of the total
number of shares of all other classes of
stock of the corporation.

(2) All of the details in connection
with an involuntary conversion of
property at a gain (including those re-
lating to the replacement of the con-
verted property, or a decision not to re-
place, or the expiration of the period
for replacement) shall be reported in
the return for the taxable year or years
in which any of such gain is realized.
An election to have such gain recog-
nized only to the extent provided in
subparagraph (1) of this paragraph
shall be made by including such gain in
gross income for such year or years
only to such extent. If, at the time of
filing such a return, the period within
which the converted property must be
replaced has expired, or if such an elec-
tion is not desired, the gain should be
included in gross income for such year
or years in the regular manner. A fail-
ure to so include such gain in gross in-
come in the regular manner shall be
deemed to be an election by the tax-
payer to have such gain recognized
only to the extent provided in subpara-
graph (1) of this paragraph even though
the details in connection with the con-
version are not reported in such return.
If, after having made an election under
section 1033(a)(2), the converted prop-
erty is not replaced within the required
period of time, or replacement is made
at a cost lower than was anticipated at
the time of the election, or a decision
is made not to replace, the tax liability
for the year or years for which the
election was made shall be recomputed.
Such recomputation should be in the
form of an amended return. If a decision
is made to make an election under sec-
tion 1033(a)(2) after the filing of the re-
turn and the payment of the tax for the
year or years in which any of the gain
on an involuntary conversion is real-
ized and before the expiration of the
period within which the converted
property must be replaced, a claim for
credit or refund for such year or years
should be filed. If the replacement of
the converted property occurs in a year
or years in which none of the gain on
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the conversion is realized, all of the de-
tails in connection with such replace-
ment shall be reported in the return for
such year or years.

(3) The period referred to in subpara-
graphs (1) and (2) of this paragraph is
the period of time commencing with
the date of the disposition of the con-
verted property, or the date of the be-
ginning of the threat or imminence of
requisition or condemnation of the
converted property, whichever is ear-
lier, and ending 2 years (or, in the case
of a disposition occurring before De-
cember 31, 1969, 1 year) after the close
of the first taxable year in which any
part of the gain upon the conversion is
realized, or at the close of such later
date as may be designated pursuant to
an application of the taxpayer. Such
application shall be made prior to the
expiration of 2 years (or, in the case of
a disposition occurring before Decem-
ber 31, 1969, 1 year) after the close of
the first taxable year in which any part
of the gain from the conversion is real-
ized, unless the taxpayer can show to
the satisfaction of the district direc-
tor—

(i) Reasonable cause for not having
filed the application within the re-
quired period of time, and

(ii) The filing of such application was
made within a reasonable time after
the expiration of the required period of
time. The application shall contain all
of the details in connection with the
involuntary conversion. Such applica-
tion shall be made to the district direc-
tor for the internal revenue district in
which the return is filed for the first
taxable year in which any of the gain
from the involuntary conversion is re-
alized. No extension of time shall be
granted pursuant to such application
unless the taxpayer can show reason-
able cause for not being able to replace
the converted property within the re-
quired period of time.

See section 1033(g)(4) and § 1.1033(g)–1
for the circumstances under which, in
the case of the conversion of real prop-
erty held either for productive use in
trade or business or for investment, the
2-year period referred to in this para-
graph (c)(3) shall be extended to 3
years.

(4) Property or stock purchased be-
fore the disposition of the converted

property shall be considered to have
been purchased for the purpose of re-
placing the converted property only if
such property or stock is held by the
taxpayer on the date of the disposition
of the converted property. Property or
stock shall be considered to have been
purchased only if, but for the provi-
sions of section 1033(b), the unadjusted
basis of such property or stock would
be its cost to the taxpayer within the
meaning of section 1012. If the tax-
payers unadjusted basis of the replace-
ment property would be determined, in
the absence of section 1033(b), under
any of the exceptions referred to in sec-
tion 1012, the unadjusted basis of the
property would not be its cost within
the meaning of section 1012. For exam-
ple, if property similar or related in
service or use to the converted prop-
erty is acquired by gift and its basis is
determined under section 1015, such
property will not qualify as a replace-
ment for the converted property.

(5) If a taxpayer makes an election
under section 1033(a)(2), any deficiency,
for any taxable year in which any part
of the gain upon the conversion is real-
ized, which is attributable to such gain
may be assessed at any time before the
expiration of three years from the date
the district director with whom the re-
turn for such year has been filed is no-
tified by the taxpayer of the replace-
ment of the converted property or of an
intention not to replace, or of a failure
to replace, within the required period,
notwithstanding the provisions of sec-
tion 6212(c) or the provisions of any
other law or rule of law which would
otherwise prevent such assessment. If
replacement has been made, such noti-
fication shall contain all of the details
in connection with such replacement.
Such notification should be made in
the return for the taxable year or years
in which the replacement occurs, or
the intention not to replace is formed,
or the period for replacement expires,
if this return is filed with such district
director. If this return is not filed with
such district director, then such notifi-
cation shall be made to such district
director at the time of filing this re-
turn. If the taxpayer so desires, he
may, in either event, also notify such
district director before the filing of
such return.
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(6) If a taxpayer makes an election
under section 1033(a)(2) and the replace-
ment property or stock was purchased
before the beginning of the last taxable
year in which any part of the gain upon
the conversion is realized, any defi-
ciency, for any taxable year ending be-
fore such last taxable year, which is at-
tributable to such election may be as-
sessed at any time before the expira-
tion of the period within which a defi-
ciency for such last taxable year may
be assessed, notwithstanding the provi-
sions of section 6212(c) or 6501 or the
provisions of any law or rule of law
which would otherwise prevent such as-
sessment.

(7) If the taxpayer makes an election
under section 1033(a)(2), the gain upon
the conversion shall be recognized to
the extent that the amount realized
upon such conversion exceeds the cost
of the replacement property or stock,
regardless of whether such amount is
realized in one or more taxable years.

(8) The proceeds of a use and occu-
pancy insurance contract, which by its
terms insured against actual loss sus-
tained of net profits in the business,
are not proceeds of an involuntary con-
version but are income in the same
manner that the profits for which they
are substituted would have been.

(9) There is no investment in prop-
erty similar in character and devoted
to a similar use if—

(i) The proceeds of unimproved real
estate, taken upon condemnation pro-
ceedings, are invested in improved real
estate.

(ii) The proceeds of conversion of real
property are applied in reduction of in-
debtedness previously incurred in the
purchase or a leasehold.

(iii) The owner of a requisitioned tug
uses the proceeds to buy barges.

(10) If, in a condemnation proceeding,
the Government retains out of the
award sufficient funds to satisfy spe-
cial assessments levied against the re-
maining portion of the plot or parcel of
real estate affected for benefits accru-
ing in connection with the condemna-
tion, the amount so retained shall be
deducted from the gross award in de-
termining the amount of the net
award.

(11) If, in a condemnation proceeding,
the Government retains out of the

award sufficient funds to satisfy liens
(other than liens due to special assess-
ments levied against the remaining
portion of the plot or parcel of real es-
tate affected for benefits accruing in
connection with the condemnation)
and mortgages against the property,
and itself pays the same, the amount
so retained shall not be deducted from
the gross award in determining the
amount of the net award. If, in a con-
demnation proceeding, the Government
makes an award to a mortgagee to sat-
isfy a mortgage on the condemned
property, the amount of such award
shall be considered as a part of the
amount realized upon the conversion re-
gardless of whether or not the taxpayer
was personally liable for the mortgage
debt. Thus, if a taxpayer has acquired
property worth $100,000 subject to a
$50,000 mortgage (regardless of whether
or not he was personally liable for the
mortgage debt) and, in a condemnation
proceeding, the Government awards
the taxpayer $60,000 and awards the
mortgagee $50,000 in satisfaction of the
mortgage, the entire $110,000 is consid-
ered to be the amount realized by the
taxpayer.

(12) An amount expended for replace-
ment of an asset, in excess of the re-
covery for loss, represents a capital ex-
penditure and is not a deductible loss
for income tax purposes.

(Secs. 1033 (90 Stat. 1920, 26 U.S.C. 1033), and
7805 (68A Stat. 917, 26 U.S.C. 7805))

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as
amended by T.D. 6679, 28 FR 10515, Oct. 1,
1963; T.D. 7075, 35 FR 17996, Nov. 24, 1970; T.D.
7625, 44 FR 31013, May 30, 1979; T.D. 7758, 46
FR 6925, Jan. 22, 1981]

§ 1.1033(a)–3 Involuntary conversion of
principal residence.

Section 1033 shall apply in the case of
property used by the taxpayer as his
principal residence if the destruction,
theft, seizure, requisition, or con-
demnation of such residence, or the
sale or exchange of such residence
under threat or imminence thereof, oc-
curs before January 1, 1951, or after De-
cember 31, 1953. However, section 1033
shall not apply to the seizure, requisi-
tion, or condemnation (but not de-
struction), or the sale or exchange
under threat or imminence thereof, of
such residence property if the seizure,
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requisition, condemnation, sale, or ex-
change occurs after December 31, 1957,
and if the taxpayer properly elects
under section 1034(i) to treat the trans-
action as a sale (see paragraph (h)(2)(ii)
of § 1.1034–1). See section 121 and para-
graphs (d) and (g) of § 1.121–5 for special
rules relating to the involuntary con-
version of a principal residence of indi-
viduals who have attained age 65.

[T.D. 6856, 30 FR 13319, Oct. 20, 1965. Redesig-
nated and amended by T.D. 7625, 44 FR 31013,
May 30, 1979]

§ 1.1033(b)–1 Basis of property ac-
quired as a result of an involuntary
conversion.

(a) The provisions of the first sen-
tence of section 1033(b) may be illus-
trated by the following example:

Example. A’s vessel which has an adjusted
basis of $100,000 is destroyed in 1950 and A re-
ceives in 1951 insurance in the amount of
$200,000. If A invests $150,000 in a new vessel,
taxable gain to the extent of $50,000 would be
recognized. The basis of the new vessel is
$100,000; that is, the adjusted basis of the old
vessel ($100,000) minus the money received by
the taxpayer which was not expended in the
acquisition of the new vessel ($50,000) plus
the amount of gain recognized upon the con-
version ($50,000). If any amount in excess of
the proceeds of the conversion is expended in
the acquisition of the new property, such
amount may be added to the basis otherwise
determined.

(b) The provisions of the last sen-
tence of section 1033(b) may be illus-
trated by the following example:

Example. A taxpayer realizes $22,000 from
the involuntary conversion of his barn in
1955; the adjusted basis of the barn to him
was $10,000, and he spent in the same year
$20,000 for a new barn which resulted in the
nonrecognition of $10,000 of the $12,000 gain
on the conversion. The basis of the new barn
to the taxpayer would be $10,000—the cost of
the new barn ($20,000) less the amount of the
gain not recognized on the conversion
($10,000). The basis of the new barn would not
be a substituted basis in the hands of the
taxpayer within the meaning of section
1016(b)(2). If the replacement of the con-
verted barn had been made by the purchase
of two smaller barns which, together, were
similar or related in service or use to the
converted barn and which cost $8,000 and
$12,000, respectively, then the basis of the
two barns would be $4,000 and $6,000, respec-
tively, the total basis of the purchased prop-
erty ($10,000) allocated in proportion to their

respective costs (8,000/ 20,000 of $10,000 or
$4,000; and 12,000/20,000 of $10,000, or $6,000).

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 7625, 44 FR 31013, May 30, 1979]

§ 1.1033(c)–1 Disposition of excess
property within irrigation project
deemed to be involuntary conver-
sion.

(a) The sale, exchange, or other dis-
position occurring in a taxable year to
which the Internal Revenue Code of
1954 applies, of excess lands lying with-
in an irrigation project or division in
order to conform to acreage limita-
tions of the Federal reclamation laws
effective with respect to such project
or division shall be treated as an invol-
untary conversion to which the provi-
sions of section 1033 and the regula-
tions thereunder shall be applicable.
The term excess lands means irrigable
lands within an irrigation project or di-
vision held by one owner in excess of
the amount of irrigable land held by
such owner entitled to receive water
under the Federal reclamation laws ap-
plicable to such owner in such project
or division. Such excess lands may be
either (1) lands receiving no water from
the project or division, or (2) lands re-
ceiving water only because the owner
thereof has executed a valid recordable
contract agreeing to sell such lands
under terms and conditions satisfac-
tory to the Secretary of the Interior.

(b) If a disposition in order to con-
form to the acreage limitation provi-
sions of Federal reclamation laws in-
cludes property other than excess lands
(as, for example, where the excess lands
alone do not constitute a marketable
parcel) the provisions of section 1033(d)
shall apply only to the part of the dis-
position that relates to excess lands.

(c) The provisions of § 1.1033(a)–2 shall
be applicable in the case of dispositions
treated as involuntary conversions
under this section. The details in con-
nection with such a disposition re-
quired to be reported under paragraph
(c)(2) of § 1.1033(a)–2 shall include the
authority whereby the lands disposed
of are considered excess lands, as de-
fined in this section, and a statement
that such disposition is not part of a
plan contemplating the disposition of
all or any nonexcess land within the ir-
rigation project or division.
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(d) The term involuntary conversion,
where it appears in subtitle A of the
Code or the regulations thereunder, in-
cludes dispositions of excess property
within irrigation projects described in
this section. (See, e.g., section 1231 and
the regulations thereunder.)

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 7625, 44 FR 31013, May 30, 1979]

§ 1.1033(d)–1 Destruction or disposi-
tion of livestock because of disease.

(a) The destruction occurring in a
taxable year to which the Internal Rev-
enue Code of 1954 applies, of livestock
by, or on account of, disease, or the
sale or exchange, in such a year, of
livestock because of disease, shall be
treated as an involuntary conversion
to which the provisions of section 1033
and the regulations thereunder shall be
applicable. Livestock which are killed
either because they are diseased or be-
cause of exposure to disease shall be
considered destroyed on account of dis-
ease. Livestock which are sold or ex-
changed because they are diseased or
have been exposed to disease, and
would not otherwise have been sold or
exchanged at that particular time shall
be considered sold or exchanged be-
cause of disease.

(b) The provisions of § 1.1033(a)–2 shall
be applicable in the case of a disposi-
tion treated as an involuntary conver-
sion under this section. The details in
connection with such a disposition re-
quired to be reported under paragraph
(c)(2) of § 1.1033(a)–2 shall include a re-
cital of the evidence that the livestock
were destroyed by or on account of dis-
ease, or sold or exchanged because of
disease.

(c) The term involuntary conversion,
where it appears in subtitle A of the
Code or the regulations thereunder, in-
cludes disposition of livestock de-
scribed in this section. (See, e.g., sec-
tion 1231 and the regulations there-
under.)

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960. Redesignated by T.D.
7625, 44 FR 31013, May 30, 1979]

§ 1.1033(e)–1 Sale or exchange of live-
stock solely on account of drought.

(a) The sale or exchange of livestock
(other than poultry) held for draft,

breeding, or dairy purposes in excess of
the number the taxpayer would sell or
exchange during the taxable year if he
followed his usual business practices
shall be treated as an involuntary con-
version to which section 1033 and the
regulations thereunder are applicable
if the sale or exchange of such live-
stock by the taxpayer is solely on ac-
count of drought. Section 1033(e) and
this section shall apply only to sales
and exchanges occurring after Decem-
ber 31, 1955.

(b) To qualify under section 1033(e)
and this section, the sale or exchange
of the livestock need not take place in
a drought area. While it is not nec-
essary that the livestock be held in a
drought area, the sale or exchange of
the livestock must be solely on ac-
count of drought conditions the exist-
ence of which affected the water, graz-
ing, or other requirements of the live-
stock so as to necessitate their sale or
exchange.

(c) The total sales or exchanges of
livestock held for draft, breeding, or
dairy purposes occurring in any tax-
able year which may qualify as an in-
voluntary conversion under section
1033(e) and this section is limited to
the excess of the total number of such
livestock sold or exchanged during the
taxable year over the number that the
taxpayer would have sold or exchanged
if he had followed his usual business
practices, that is, the number he would
have been expected to sell or exchange
under ordinary circumstances if there
had been no drought. For example, if in
the past it has been a taxpayer’s prac-
tice to sell or exchange annually one-
half of his herd of dairy cows, only the
number sold or exchanged solely on ac-
count of drought conditions which is in
excess of one-half of his herd, may
qualify as an involuntary conversion
under section 1033(e) and this section.

(d) The replacement requirements of
section 1033 will be satisfied only if the
livestock sold or exchanged is replaced
within the prescribed period with live-
stock which is similar or related in
service or use to the livestock sold or
exchanged because of drought, that is,
the new livestock must be functionally
the same as the livestock involuntarily
converted. This means that the new
livestock must be held for the same
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useful purpose as the old was held.
Thus, although dairy cows could be re-
placed by dairy cows, a taxpayer could
not replace draft animals with breeding
or dairy animals.

(e) The provisions of § 1.1033(a)–2 shall
be applicable in the case of a sale or ex-
change treated as an involuntary con-
version under this section. The details
in connection with such a disposition
required to be reported under para-
graph (c)(2) of § 1.1033(a)–2 shall include:

(1) Evidence of the existence of the
drought conditions which forced the
sale or exchange of the livestock;

(2) A computation of the amount of
gain realized on the sale or exchange;

(3) The number and kind of livestock
sold or exchanged; and

(4) The number of livestocks of each
kind that would have been sold or ex-
changed under the usual business prac-
tice in the absence of the drought.

(f) The term involuntary conversion,
where it appears in subtitle A of the
Code or the regulations thereunder, in-
cludes the sale or exchange of livestock
described in this section.

(g) The provisions of section 1033(e)
and this section apply to taxable years
ending after December 31, 1955, but
only in the case of sales or exchange of
livestock after December 31, 1955.

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960. Redesignated by T.D.
7625, 44 FR 31013, May 30, 1979]

§ 1.1033(g)–1 Condemnation of real
property held for productive use in
trade or business or for investment.

(a) Special rule in general. This section
provides special rules for applying sec-
tion 1033 with respect to certain dis-
positions, occurring after December 31,
1957, of real property held either for
productive use in trade or business or
for investment (not including stock in
trade or other property held primarily
for sale). For this purpose, disposition
means the seizure, requisition, or con-
demnation (but not destruction) of the
converted property, or the sale or ex-
change of such property under threat
or imminence of seizure, requisition, or
condemnation. In such cases, for pur-
poses of applying section 1033, the re-
placement of such property with prop-
erty of like kind to be held either for
productive use in trade or business or

for investment shall be treated as prop-
erty similar or related in service or use
to the property so converted. For prin-
ciples in determining whether the re-
placement property is property of like
kind, see paragraph (b) of § 1.1031(a)–1.

(b) Election to treat outdoor advertising
displays as real property—(1) In general.
Under section 1033(g)(3) of the Code, a
taxpayer may elect to treat property
which constitutes an outdoor advertis-
ing display as real property for pur-
poses of chapter 1 of the Code. The
election is available for taxable years
beginning after December 31, 1970. In
the case of an election made on or be-
fore July 21, 1981, the election is avail-
able whether or not the period for fil-
ing a claim for credit or refund under
section 6511 has expired. No election
may be made with respect to any prop-
erty for which (i) the investment credit
under section 38 has been claimed, or
(ii) an election to expense certain de-
preciable business assets under section
179(a) is in effect. The election once
made applies to all outdoor advertising
displays of the taxpayer which may be
made the subject of an election under
this paragraph, including all outdoor
advertising displays acquired or con-
structed by the taxpayer in a taxable
year after the taxable year for which
the election is made. The election ap-
plies with respect to dispositions dur-
ing the taxable year for which made
and all subsequent taxable years (un-
less an effective revocation is made
pursuant to paragraph (b)(2) (ii) or
(iii)).

(2) Election—(i) Time and manner of
making election—(A) In general. Unless
otherwise provided in the return or in
the instructions for a return for a tax-
able year, any election made under sec-
tion 1033(g)(3) shall be made by attach-
ing a statement to the return (or
amended return if filed on or before
July 21, 1981) for the first taxable year
to which the election is to apply. Any
election made under this paragraph
must be made not later than the time,
including extensions thereof, pre-
scribed by law for filing the income tax
return for such taxable year or July 21,
1981, whichever occurs last. If a tax-
payer makes an election (or revokes an
election under subdivision (ii) or (iii) of
this subparagraph (b) (2)) for a taxable
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year for which he or she has previously
filed a return, the return for that tax-
able year and all other taxable years
affected by the election (or revocation)
must be amended to reflect any tax
consequences of the election (or rev-
ocation). However, no return for a tax-
able year for which the period for filing
a claim for credit or refund under sec-
tion 6511 has expired may be amended
to make any changes other than those
resulting from the election (or revoca-
tion). In order for the election (or rev-
ocation) to be effective, the taxpayer
must remit with the amended return
any additional tax due resulting from
the election (or revocation), notwith-
standing the provisions of section
6212(c) or 6501 or the provisions of any
other law which would prevent assess-
ment or collection of such tax.

(B) Statement required when making
election. The statement required when
making the election must clearly indi-
cate that the election to treat outdoor
advertising displays as real property is
being made.

(ii) Revocation of election by Commis-
sioner’s consent. Except as otherwise
provided in paragraph (b)(2)(iii) of this
section, an election under section
1033(g)(3) shall be irrevocable unless
consent to revoke is obtained from the
Commissioner. In order to secure the
Commissioner’s consent to revoke an
election, the taxpayer must file a re-
quest for revocation of election with
the Commissioner of Internal Revenue,
Washington, DC 20224. The request for
revocation shall include—

(A) The taxpayer’s name, address,
and taxpayer identification number,

(B) The date on which and taxable
year for which the election was made
and the Internal Revenue Service office
with which it was filed,

(C) Identification of all outdoor ad-
vertising displays of the taxpayer to
which the revocation would apply (in-
cluding the location, date of purchase,
and adjusted basis in such property),

(D) The effective date desired for the
revocation, and

(E) The reasons for requesting the
revocation.
The Commissioner may require such
other information as may be necessary
in order to determine whether the re-
quested revocation will be permitted.

The Commissioner may prescribe ad-
ministrative procedures (subject to
such limitations, terms and conditions
as he deems necessary) to obtain his
consent to permit the taxpayer to re-
voke the election. The taxpayer may
submit a request for revocation for any
taxable year for which the period of
limitations for filing a claim for credit
or refund or overpayment of tax has
not expired.

(iii) Revocation where election was
made on or before December 11, 1979. In
the case of an election made on or be-
fore December 11, 1979, the taxpayer
may revoke such election provided
such revocation is made not later than
March 23, 1981. The request for revoca-
tion shall be made in conformity with
the requirements of paragraph
(b)(2)(ii), except that, in lieu of the in-
formation required by paragraph
(b)(2)(ii)(E), the taxpayer shall state
that the revocation is being made pur-
suant to this paragraph. In addition,
the taxpayer must forward, with the
statement of revocation, copies of his
or her tax returns, including both the
original return and any amended re-
turns, for the taxable year in which the
original election was made and for all
subsequent years and must remit any
additional tax due as a result of the
revocation.

(3) Definition of outdoor advertising
display. The term outdoor advertising
display means a rigidly assembled sign,
display, or device that constitutes, or
is used to display, a commercial or
other advertisement to the public and
is permanently affixed to the ground or
permanently atttached to a building or
other inherently permanent structure.
The term includes highway billboards
affixed to the ground with wood or
metal poles, pipes, or beams, with or
without concrete footings.

(4) Character of replacement property.
For purposes of section 1033(g), an in-
terest in real property purchased as re-
placement property for a compulsorily
or involuntarily converted outdoor ad-
vertising display (with respect to
which an election under this section is
in effect) shall be considered property
of a like kind as the property con-
verted even though a taxpayer’s inter-
est in the replacement property is dif-
ferent from the interest held in the
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property converted. Thus, for example,
a fee simple interest in real estate ac-
quired to replace a converted billboard
and a 5-year leasehold interest in the
real property on which the billboard
was located qualifies as property of a
like kind under this section.

(c) Special rule for period within which
property must be replaced. In the case of
a disposition described in paragraph (a)
of this section, section 1033(a)(2)(B) and
§ 1.1033(a)–2(c)(3) (relating to the period
within which the property must be re-
placed) shall be applied by substituting
3 years for 2 years. This paragraph
shall apply to any disposition described
in section 1033(f)(1) and paragraph (a) of
this section occurring after December
31, 1974, unless a condemnation pro-
ceeding with respect to the property
was begun before October 4, 1976. Thus,
regardless of when the property is dis-
posed of, the taxpayer will not be eligi-
ble for the 3-year replacement period if
a condemnation proceeding was begun
before October 4, 1976. However, if the
property is disposed of after December
31, 1974, and the condemnation proceed-
ing was begun (if at all) after October
4, 1976, then the taxpayer is eligible for
the 3-year replacement period. For the
purposes of this paragraph, whether a
condemnation proceeding is considered
as having begun is determined under
the applicable State or Federal proce-
dural law.

(d) Limitation on application of special
rule. This section shall not apply to the
purchase of stock in the acquisition of
control of a corporation described in
section 1033(a)(2)(A).

(Secs. 1033 (90 Stat. 1920, 26 U.S.C. 1033), and
7805 (68A Stat. 917, 26 U.S.C. 7805))

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 7625, 44 FR 31013, May 30, 1979; 44
FR 38458, July 2, 1979. Further redesignated
and amended by T.D. 7758, 46 FR 6925, Jan. 22,
1981; T.D. 7758, 46 FR 23235, Apr. 24, 1981; T.D.
8121, 52 FR 414, Jan. 6, 1987]

§ 1.1033(h)–1 Effective date.

Except as provided otherwise in
§ 1.1033(e)–1 and § 1.1033(g)–1, the provi-
sions of section 1033 and the regula-
tions thereunder are effective for tax-

able years beginning after December 31,
1953, and ending after August 16, 1954.

(Secs. 1033 (90 Stat. 1920, 26 U.S.C. 1033), and
7805 (68A Stat. 917, 26 U.S.C. 7805))

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 7625, 44 FR 31013, May 30, 1979.
Further redesignated and amended by T.D.
7758, 46 FR 6925, Jan. 22, 1981]

§ 1.1034–1 Sale or exchange of resi-
dence.

(a) Nonrecognition of gain; general
statement. Section 1034 provides rules
for the nonrecognition of gain in cer-
tain cases where a taxpayer sells one
residence after December 31, 1953, and
buys or builds, and uses as his principal
residence, another residence within
specified time limits before or after
such sale. In general, if the taxpayer
invests in a new residence an amount
at least as large as the adjusted sales
price of his old residence, no gain is
recognized on the sale of the old resi-
dence (see paragraph (b) of this section
for definitions of adjusted sales price,
new residence, and old residence). On the
other hand, if the new residence costs
the taxpayer less than the adjusted
sales price of the old residence, gain is
recognized to the extent of the dif-
ference. Thus, if an amount equal to or
greater than the adjusted sales price of
an old residence is invested in a new
residence, according to the rules stated
in section 1034, none of the gain (if any)
realized from the sale shall be recog-
nized. If an amount less than such ad-
justed sales price is so invested, gain
shall be recognized, but only to the ex-
tent provided in section 1034. If there is
no investment in a new residence, sec-
tion 1034 is inapplicable and all of the
gain shall be recognized. Whenever, as
a result of the application of section
1034, any or all of the gain realized on
the sale of an old residence is not rec-
ognized, a corresponding reduction
must be made in the basis of the new
residence. The provisions of section
1034 are mandatory, so that the tax-
payer cannot elect to have gain recog-
nized under circumstances where this
section is applicable. Section 1034 ap-
plies only to gains; losses are recog-
nized or not recognized without regard
to the provisions of this section. Sec-
tion 1034 affects only the amount of

VerDate 13-JUN-97 14:49 Jun 18, 1997 Jkt 174087 PO 00000 Frm 00130 Fmt 8010 Sfmt 8010 E:\CFR\174087.005 174087



131

Internal Revenue Service, Treasury § 1.1034–1

gain recognized, and not the amount of
gain realized (see also section 1001 and
the regulations issued thereunder).
Any gain realized upon disposition of
other property in exchange for the new
residence is not affected by section
1034. For special rules relating to the
sale or exchange of a principal resi-
dence by a taxpayer who has attained
age 65, see section 121 and paragraph
(g) of § 1.121–5. For special rules relat-
ing to a case where real property with
respect to the sale of which gain is not
recognized under this section is reac-
quired by the seller in partial or full
satisfaction of the indebtedness arising
from such sale and resold by him with-
in 1 year after the date of such reacqui-
sition, see § 1.1038–2.

(b) Definitions. The following defini-
tions of frequently used terms are ap-
plicable for purposes of section 1034
(other definitions and detailed expla-
nations appear in subsequent para-
graphs of this regulation):

(1) Old residence means property used
by the taxpayer as his principal resi-
dence which is the subject of a sale by
him after December 31, 1953 (section
1034(a); for detailed explanation see
paragraph (c)(3) of this section).

(2) New residence means property used
by the taxpayer as his principal resi-
dence which is the subject of a pur-
chase by him (section 1034(a); for de-
tailed explanation and limitations see
paragraphs (c)(3) and (d)(1) of this sec-
tion).

(3) Adjusted sales price means the
amount realized reduced by the fixing-
up expenses (section 1034(b)(1); for spe-
cial rule applicable in some cases to
husband and wife, see paragraph (f) of
this section).

(4) Amount realized is to be computed
by subtracting,

(i) The amount of the items which, in
determining the gain from the sale of
the old residence, are properly an offset
against the consideration received
upon the sale (such as commissions and
expenses of advertising the property
for sale, of preparing the deed, and of
other legal services in connection with
the sale); from

(ii) The amount of the consideration
so received, determined (in accordance
with section 1001(b) and regulations is-
sued thereunder) by adding to the sum

of any money so received, the fair mar-
ket value of the property (other than
money) so received. If, as part of the
consideration for the sale, the pur-
chaser either assumes a liability of the
taxpayer or acquires the old residence
subject to a liability (whether or not
the taxpayer is personally liable on the
debt), such assumption or acquisition,
in the amount of the liability, shall be
treated as money received by the tax-
payer in computing the amount realized.

(5) Gain realized is the excess (if any)
of the amount realized over the ad-
justed basis of the old residence (see
also section 1001(a) and regulations is-
sued thereunder).

(6) Fixing-up expenses means the ag-
gregate of the expenses for work per-
formed (in any taxable year, whether
beginning before, on, or after January
1, 1954) on the old residence in order to
assist in its sale, provided that such ex-
penses (i) are incurred for work per-
formed during the 90-day period ending
on the day on which the contract to
sell the old residence is entered into;
and (ii) are paid on or before the 30th
day after the date of the sale of the old
residence; and (iii) are neither (a) al-
lowable as deductions in computing
taxable income under section 63(a), nor
(b) taken into account in computing
the amount realized from the sale of
the old residence (section 1034(b) (2)
and (3)). Fixing-up expenses does not in-
clude expenditures which are properly
chargeable to capital account and
which would, therefore, constitute ad-
justments to the basis of the old resi-
dence (see section 1016 and regulations
issued thereunder).

(7) Cost of purchasing the new residence
means the total of all amounts which
are attributable to the acquisition,
construction, reconstruction, and im-
provements constituting capital ex-
penditures, made during the period be-
ginning 18 months (one year in the case
of a sale of an old residence prior to
January 1, 1975) before the date of sale
of the old residence and ending either
(i) 18 months (one year in the case of a
sale of an old residence prior to Janu-
ary 1, 1975) after such date in the case
of a new residence purchased but not
constructed by the taxpayer, or (ii) two
years (18 months in the case of a sale of
an old residence prior to January 1,
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1975) after such date in the case of a
new residence the construction of
which was commenced by the taxpayer
before the expiration of 18 months (one
year in the case of a sale of an old resi-
dence prior to January 1, 1975) after
such date (section 1034(a), (c)(2) and
(c)(5); for detailed explanation, see
paragraph (c)(4) of this section; for spe-
cial rule applicable in some cases to
husband and wife, see paragraph (f) of
this section; see also paragraph (b)(9) of
this section for definition of purchase).

(8) Sale (of a residence) means a sale
or an exchange (of a residence) for
other property which occurs after De-
cember 31, 1953, an involuntary conver-
sion (of a residence) which occurs after
December 31, 1950, and before January
1, 1954, or certain involuntary conver-
sions where the disposition of the prop-
erty occurs after December 31, 1957, in
respect of which a proper election is
made under section 1034(i)(2) (see sec-
tions 1034(c)(1), 1034(i)(1)(A), and
1034(i)(2); for detailed explanation con-
cerning involuntary conversions, see
paragraph (h) of this section).

(9) Purchase (of a residence) means a
purchase or an acquisition (of a resi-
dence) on the exchange of property or
the partial or total construction or re-
construction (of a residence) by the
taxpayer (section 1034(c) (1) and (2)).
However, the mere improvement of a
residence, not amounting to recon-
struction, does not constitute purchase
of a residence.

(c) Rules for application of section
1034—(1) General rule; limitations on ap-
plicability. Gain realized from the sale
(after December 31, 1953) of an old resi-
dence will be recognized only to the ex-
tent that the taxpayer’s adjusted sales
price of the old residence exceeds the
taxpayer’s cost of purchasing the new
residence, provided that the taxpayer
either (i) within a period beginning 18
months (one year in the case of a sale
of an old residence prior to January 1,
1975) before the date of such sale and
ending 18 months (one year in the case
of a sale of an old residence prior to
January 1, 1975) after such date pur-
chases property and uses it as his prin-
cipal residence, or (ii) within a period
beginning 18 months (one year in the
case of a sale of an old residence prior
to January 1, 1975) before the date of

such sale and ending two years (18
months in the case of a sale of an old
residence prior to January 1, 1975) after
such date uses as his principal resi-
dence a new residence the construction
of which was commenced by him at any
time before the expiration of 18 months
(one year in the case of a sale of an old
residence prior to January 1, 1975) after
the date of the sale of the old residence
(section 1034(a) and (c)(5); for detailed
explanation of use as principal residence
see subparagraph (3) of this paragraph).
The rule stated in the preceding sen-
tence applies to a new residence pur-
chased by the taxpayer before the date
of sale of the old residence provided the
new residence is still owned by him on
such date (section 1034(c)(3)). Whether
the construction of a new residence
was commenced by the taxpayer before
the expiration of 18 months (one year
in the case of a sale of an old residence
prior to January 1, 1975) after the date
of the sale of the old residence will de-
pend upon the facts and circumstances
of each case. Section 1034 is not appli-
cable to the sale of a residence if with-
in the previous 18 months (previous
year in the case of a sale of an old resi-
dence prior to January 1, 1975) the tax-
payer made another sale of residential
property on which gain was realized
but not recognized (section 1034(d)).
For further details concerning limita-
tions on the application of section 1034,
see paragraph (d) of this section.

(2) Computation and examples. In ap-
plying the general rule stated in sub-
paragraph (1) of this paragraph, the
taxpayer should first subtract the com-
missions and other selling expenses
from the selling price of his old resi-
dence, to determine the amount real-
ized. A comparison of the amount real-
ized with the cost or other basis of the
old residence will then indicate wheth-
er there is any gain realized on the
sale. Unless the amount realized is
greater than the cost or other basis, no
gain is realized and section 1034 does
not apply. If the amount realized ex-
ceeds the cost or other basis, the
amount of such excess constitutes the
gain realized. The amount realized
should then be reduced by the fixing-up
expenses (if any), to determined the ad-
justed sales price. A comparison of the
adjusted sales price of the old residence
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with the cost of purchasing the new
residence will indicate how much (if
any) of the realized gain is to be recog-
nized. If the cost of purchasing the new
residence is the same as, or greater
than, the adjusted sales price of the old
residence, then none of the realized
gain is to be recognized. On the other
hand, if the cost of purchasing the new
residence is smaller than the adjusted
sales price of the old residence, the
gain realized, all of the gain realized is
to be recognized to the extent of the
difference. It should be noted that any
amount of gain realized but not recog-
nized is to be applied as a downward
adjustment to the basis of the new resi-
dence (for details see paragraph (e) of
this section).) The application of the
general rule stated above may be illus-
trated by the following examples:

Example 1. A taxpayer decides to sell his
residence, which has a basis of $17,500. To
make it more attractive to buyers, he paints
the outside at a cost of $300 in April, 1954. He
pays for the painting when the work is fin-
ished. In May, 1954, he sells the house for
$20,000. Brokers’ commissions and other sell-
ing expenses are $1,000. In October, 1954, the
taxpayer buys a new residence for $18,000.
The amount realized, the gain realized, the
adjusted sales price, and the gain to be rec-
ognized are computed as follows:
Selling price ........................................... $20,000
Less: Commissions and other selling

expenses ............................................ 1,000

Amount realized ..................................... 19,000
Less: Basis ............................................ 17,500

Gain realized .......................................... 1,500

Amount realized ..................................... 19,000
Less: Fixing-up expenses ...................... 300

Adjusted sales price .............................. 18,700
Cost of purchasing new residence ........ 18,000

Gain recognized ..................................... 700
Gain realized but not recognized .......... 800
Adjusted basis of new residence (see

paragraph (e) of this section) ............. 17,200

Example 2. The facts are the same as in ex-
ample (1), except that the selling price of the
old residence is $18,500. The computations
are as follows:
Selling price ........................................... $18,500
Less: Commissions and other selling

expenses ............................................ 1,000

Amount realized ..................................... 17,500
Less: Basis ............................................ 17,500

Gain realized .......................................... 0

NOTE: Since no gain is realized, section
1034 is inapplicable; it is, therefore, unneces-
sary to compute the adjusted sales price of
the old residence and compare it with the
cost of purchasing the new residence. No ad-
justment to the basis of the new residence is
to be made.

Example 3. The facts are the same as in ex-
ample (1), except that the cost of purchasing
the new residence is $17,000. The computa-
tions are as follows:
Selling price ........................................... $20,000
Less: Commissions and other selling

expenses ............................................ 1,000

Amount realized ..................................... 19,000
Less: Basis ............................................ 17,500

Gain realized .......................................... 1,500

Amount realized ..................................... 19,000
Less: Fixing-up expenses ...................... 300

Adjusted sales price .............................. 18,700
Cost of purchasing the new residence .. 17,000

Gain recognized ..................................... 1,500

NOTE: Since the adjusted sales price of the
old residence exceeds the cost of purchasing
the new residence by $1,700, which is more
than the gain realized, all of the gain real-
ized is recognized. No adjustment to the
basis of the new residence is to be made.
Gain realized but not recognized .................................. $0

Example 4. The facts are the same as in ex-
ample (1), except that the fixing-up expenses
are $1,100. The computations are as follows:
Selling price ........................................... $20,000
Less: Commissions and other selling

expenses ............................................ 1,000

Amount realized ..................................... 19,000
Less: Basis ............................................ 17,500

Gain realized .......................................... 1,500

Amount realized ..................................... 19,000
Less: Fixing-up expenses ...................... 1,100

Adjusted sales price .............................. 17,900
Cost of purchasing the new residence .. 18,000

Gain recognized ..................................... 0

NOTE: Since the cost of purchasing the new
residence exceeds the adjusted sales price,
none of the gain realized is recognized.
Gain realized but not recognized .......... $1,500

Adjusted basis of new residence (see
paragraph (e) of this section) ............. 16,500

(3) Property used by the taxpayer as his
principal residence. (i) Whether or not
property is used by the taxpayer as his
residence, and whether or not property
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is used by the taxpayer as his principal
residence (in the case of a taxpayer
using more than one property as a resi-
dence), depends upon all the facts and
circumstances in each case, including
the good faith of the taxpayer. The
mere fact that property is, or has been,
rented is not determinative that such
property is not used by the taxpayer as
his principal residence. For example, if
the taxpayer purchases his new resi-
dence before he sells his old residence,
the fact that he temporarily rents out
the new residence during the period be-
fore he vacates the old residence may
not, in the light of all the facts and cir-
cumstances in the case, prevent the
new residence from being considered as
property used by the taxpayer as his
principal residence. Property used by
the taxpayer as his principal residence
may include a houseboat, a house trail-
er, or stock held by a tenant-stock-
holder in a cooperative housing cor-
poration (as those terms are defined in
section 216(b) (1) and (2)), if the dwell-
ing which the taxpayer is entitled to
occupy as such stockholder is used by
him as his principal residence (section
1034(f)). Property used by the taxpayer
as his principal residence does not in-
clude personal property such as a piece
of furniture, a radio, etc., which, in ac-
cordance with the applicable local law,
is not a fixture.

(ii) Where part of a property is used
by the taxpayer as his principal resi-
dence and part is used for other pur-
poses, an allocation must be made to
determine the application of this sec-
tion. If the old residence is used only
partially for residential purposes, only
that part of the gain allocable to the
residential portion is not to be recog-
nized under this section and only an
amount allocable to the selling price of
such portion need be invested in the
new residence in order to have the gain
allocable to such portion not recog-
nized under this section. If the new res-
idence is used only partially for resi-
dential purposes only so much of its
cost as is allocable to the residential
portion may be counted as the cost of
purchasing the new residence.

(4) Cost of purchasing new residence. (i)
The taxpayer’s cost of purchasing the
new residence includes not only cash
but also any indebtedness to which the

property purchased is subject at the
time of purchase whether or not as-
sumed by the taxpayer (including pur-
chase-money mortgages, etc.) and the
face amount of any liabilities of the
taxpayer which are part of the consid-
eration for the purchase. Commissions
and other purchasing expenses paid or
incurred by the taxpayer on the pur-
chase of the new residence are to be in-
cluded in determining such cost. In the
case of an acquisition of a residence
upon an exchange which is considered
as a purchase under this section, the
fair market value of the new residence
on the date of the exchange shall be
considered as the taxpayer’s cost of
purchasing the new residence. Where
any part of the new residence is ac-
quired by the taxpayer other than by
purchase, the value of such part is not
to be included in determining the tax-
payer’s cost of the new residence (see
paragraph (b)(9) of this section for defi-
nition of purchase). For example, if the
taxpayer acquires a residence by gift or
inheritance, and spends $20,000 in re-
constructing such residence, only such
$20,000 may be treated as his cost of
purchasing the new residence.

(ii) The taxpayer’s cost of purchasing
the new residence includes only so
much of such cost as is attributable to
acquisition, construction, reconstruc-
tion, or improvements made within the
period of three years or 42 months (two
years or 30 months in the case of a sale
of an old residence prior to January 1,
1975), as the case may be, in which the
purchase and use of the new residence
must be made in order to have gain on
the sale of the old residence not recog-
nized under this section. Thus, if the
construction of the new residence is
begun three years before the date of
sale of the old residence and completed
on the date of sale of the old residence,
only that portion of the cost which is
attributable to the last 18 months (last
year in the case of a sale of an old resi-
dence prior to January 1, 1975) of such
construction constitutes the taxpayer’s
cost of purchasing the new residence,
for purposes of section 1034. Further-
more, the taxpayer’s cost of purchasing
the new residence includes only such
amounts as are properly chargeable to
capital account rather than to current
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expense. As to what constitutes capital
expenditures, see section 263.

(iii) The provisions of this subpara-
graph may be illustrated by the follow-
ing example:

Example. M began the construction of a
new residence on January 15, 1974, and com-
pleted it on October 14, 1974. The cost of
$45,000 was incurred ratably over the 9-month
period of construction. On December 14, 1975,
M sold his old residence and realized a gain.
In determining the extent to which the real-
ized gain is not to be recognized under sec-
tion 1034, M’s cost of constructing the new
residence shall include only the $20,000 which
was attributable to the June 15—October 14,
1974, period (4 months at $5,000). The $25,000
balance of the cost of constructing the new
residence was not attributable to the period
beginning 18 months before the date of the
sale of the old residence and ending two
years after such date and, under section 1034,
is not properly a part of M’s cost of con-
structing the new residence.

(d) Limitations on application of section
1034. (1) If a residence is purchased by
the taxpayer prior to the date of the
sale of the old residence, the purchased
residence shall, in no event, be treated
as a new residence if such purchased
residence is sold or otherwise disposed
of by him prior to the date of the sale
of the old residence (section 1034(c)(3)).
And, if the taxpayer, during the period
within which the purchase and use of
the new residence must be made in
order to have any gain on the sale of
the old residence not recognized under
this section, purchases more than one
property which is used by him as his
principal residence during the 18
months (or two years in the case of the
construction of the new residence) suc-
ceeding the date of the sale of the old
residence, only the last of such prop-
erties shall be considered a new resi-
dence (section 1034(c)(4)). In the case of
a sale of an old residence prior to Janu-
ary 1, 1975, the period of 18 months (or
two years) referred to in the preceding
sentence shall be one year (or 18
months). If within 18 months (one year
in the case of a sale of an old residence
prior to January 1, 1975) before the date
of the sale of the old residence, the tax-
payer sold other property used by him
as his principal residence at a gain, and
any part of such gain was not recog-
nized under this section or section
112(n) of the Internal Revenue Code of

1939, this section shall not apply with
respect to the sale of the old residence
(section 1034(d)).

(2) The following example will illus-
trate the rules of subparagraph (1) of
this paragraph:

Example. A taxpayer sells his old residence
on January 15, 1954, and purchases another
residence on February 15, 1954. On March 15,
1954, he sells the residence which he bought
on February 15, 1954, and purchases another
residence on April 15, 1954. The gain on the
sale of the old residence on January 15, 1954,
will not be recognized except to the extent to
which the taxpayer’s adjusted sales price of
the old residence exceeds the cost of purchas-
ing the residence which he purchased on
April 15, 1954. Gain on the sale of the resi-
dence which was bought on February 15, 1954,
and sold on March 15, 1954, will be recog-
nized.

(e) Basis of new residence. (1) Where
the purchase of a new residence results,
under this section, in the nonrecogni-
tion of any part of the gain realized
upon the sale of an old residence, then,
in determining the adjusted basis of
the new residence as of any time fol-
lowing the sale of the old residence, the
adjustments to basis shall include a re-
duction by an amount equal to the
amount of the gain which was not rec-
ognized upon the sale of the old resi-
dence (section 1034(e); for special rule
applicable in some cases to husband
and wife, see paragraph (f) of this sec-
tion). Such a reduction is not to be
made for the purpose of determining
the adjusted basis of the new residence
as of any time preceding the sale of the
old residence. For the purpose of this
determination, the amount of the gain
not recognized under this section upon
the sale of the old residence includes
only so much of the gain as is not rec-
ognized because of the taxpayer’s cost,
up to the date of the determination of
the adjusted basis, of purchasing the
new residence.

(2) The following example will illus-
trate the rule of subparagraph (1) of
this paragraph:

Example. On January 1, 1954, the taxpayer
buys a new residence for $10,000. On March 1,
1954, he sells for an adjusted sales price of
$15,000 his old residence, which has an ad-
justed basis to him of $5,000 (no fixing-up ex-
penses are involved, so that $15,000 is the
amount realized as well as the adjusted sales
price). Between April 1 and April 15 a wing is
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constructed on the new house at a cost of
$5,000. Between May 1 and May 15 a garage is
constructed at a cost of $2,000. The adjusted
basis of the new residence is $10,000 during
January and February, $5,000 during March,
$5,000 following the completion of the con-
struction in April, and $7,000 following the
completion of the construction in May.
Since the old residence was not sold until
March 1, no adjustment to the basis of the
new residence is made during January and
February. Computations for March, April,
and May are as follows:
Amount realized on sale of old resi-

dence .................................................. $15,000
Less: Adjusted basis of old residence ... 5,000

Gain realized on sale of old residence .. 10,000

March 1, 1954

Adjusted sales price of old residence ... $15,000
Less: Cost of purchasing new residence 10,000

Gain recognized ..................................... 5,000

Gain realized but not recognized .......... 5,000

Cost of purchasing new residence ........ 10,000
Less: Gain realized but not recognized 5,000

Adjusted basis of new residence ........... 5,000

April 15, 1954

Gain realized on sale of old residence .. 10,000
Adjusted sales price of old residence ... 15,000
Less: Cost of purchasing new residence 15,000

Gain recognized ..................................... 0

Gain realized but not recognized .......... 10,000

Cost of purchasing new residence ........ 15,000
Less: Gain realized but not recognized 10,000

Adjusted basis of new residence ........... 5,000

May 15, 1954

Gain realized on sale of old residence .. 10,000
Adjusted sales price of old residence ... 15,000
Less: Cost of purchasing new residence 17,000

Gain recognized ..................................... 0

Gain realized but not recognized .......... 10,000

Cost of purchasing new residence ........ 17,000
Less: Gain realized but not recognized 10,000

Adjusted basis of new residence ........... 7,000

(f) Husband and wife. (1) If the tax-
payer and his spouse file the consent
referred to in this paragraph, then the
taxpayer’s adjusted sales price of the old
residence shall mean the taxpayer’s, or
the taxpayer’s and his spouse’s, ad-
justed sales price of the old residence,
and the taxpayer’s cost of purchasing the
new residence shall mean the cost to the
taxpayer, or to his spouse, or to both of

them, of purchasing the new residence,
whether such new residence is held by
the taxpayer, or his spouse, or both
(section 1034(g)). Such consent may be
filed only if the old residence and the
new residence are each used by the tax-
payer and his same spouse as their
principal residence. If the taxpayer and
his spouse do not file such a consent,
the recognition of gain upon sale of the
old residence shall be determined under
this section without regard to the fore-
going.

(2) The consent referred to in sub-
paragraph (1) of this paragraph is a
consent by the taxpayer and his spouse
to have the basis of the interest of ei-
ther of them in the new residence re-
duced from what it would have been
but for the filing of such consent by an
amount by which the gain of either of
them on the sale of his interest in the
old residence is not recognized solely
by reason of the filing of such consent.
Such reduction in basis is applicable to
the basis of the new residence, whether
such basis is that of the husband, of the
wife, or divided between them. If the
basis is divided between the husband
and wife, the reduction in basis shall be
divided between them in the same pro-
portion as the basis (determined with-
out regard to such reduction) is di-
vided. Such consent shall be filed with
the district director with whom the
taxpayer filed the return for the tax-
able year or years in which the gain
from the sale of the old residence was
realized.

(3) The following examples will illus-
trate the application of this rule:

Example 1. A taxpayer, in 1954, sells for an
adjusted sales price of $10,000 the principal
residence of himself and his wife, which he
owns individually and which has an adjusted
basis to him of $5,000 (no fixing-up expenses
are involved, so that $10,000 is the amount re-
alized as well as the adjusted sales price).
Within a year after such sale he and his wife
contribute $5,000 each from their separate
funds for the purchase of their new principal
residence which they hold as tenants in com-
mon, each owning an undivided one-half in-
terest therein. If the taxpayer and his wife
file the required consent, the gain of $5,000
upon the sale of the old residence will not be
recognized to the taxpayer, and the adjusted
basis of the taxpayer’s interest in the new
residence will be $2,500 and the adjusted basis
of his wife’s interest in such property will be
$2,500.
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Example 2. A taxpayer and his wife, in 1954,
sell for an adjusted sales price of $10,000 their
principal residence, which they own as joint
tenants and which has an adjusted basis of
$2,500 to each of them ($5,000 together) (no
fixing-up expenses are involved, so that
$10,000 is the amount realized as well as the
adjusted sales price). Within a year after such
sale, the wife spends $10,000 of her own funds
in the purchase of a principal residence for
herself and the taxpayer and takes title in
her name only. If the taxpayer and his wife
file the required consent, the adjusted basis
to the wife of the new residence will be
$5,000, and the gain of the taxpayer will be
$2,500 upon the sale of the old residence will
not be recognized. The wife, as a taxpayer
herself, will have her gain of $2,500 on the
sale of the old residence not recognized
under the general rule.

(g) Members of Armed Forces. (1) Sec-
tion 1034(h) provides a special rule for
members of the Armed Forces with re-
spect to the period after the sale of the
old residence within which the acquisi-
tion of a new residence may result in a
non-recognition of gain on such sale.
The running of the period of 18 months
(one year in the case of a sale of an old
residence prior to January 1, 1975) after
the sale of the old residence in the case
of the purchase of a new residence, or
the period of two years (18 months in
the case of a sale of an old residence
prior to January 12, 1975) after such
sale in the case of the construction of
a new residence, is suspended during
any time that the taxpayer serves on
extended active duty with the Armed
Forces of the United States. (This
paragraph applies to time served on ex-
tended active duty prior to July 1, 1973,
only if such extended active duty oc-
curred during an induction period as
defined in section 112(c)(5) as in effect
prior to July 1, 1973.) However, in no
event may such suspension extend for
more than four years after the date of
the sale of the old residence the period
within which the purchase or construc-
tion of a new residence may result in a
nonrecognition of gain. For example, if
the taxpayer is on extended active duty
with the Army from January 1, 1975, to
June 30, 1976, and if he sold his old resi-
dence on January 10, 1975, the latest
date on which the taxpayer may use a
new residence constructed by him and
have any part of the gain on the sale of
his old residence not recognized under
this section is June 30, 1978 (the date

two years following the taxpayer’s ter-
mination of active duty). However, if
this taxpayer were on extended active
duty with the Army from January 1,
1975, to December 31, 1978, the latest
date on which he might use a new resi-
dence constructed by him and have any
part of the gain on the sale of his old
residence not recognized under this
section would be January 10, 1979 (the
date four years following the date of
the sale of the old residence).

(2) This suspension covers not only
the Armed Forces service of the tax-
payer but if the taxpayer and his same
spouse used both the old and the new
residences as their principal residence,
then the extension applies in like man-
ner to the time the taxpayer’s spouse is
on extended active duty with the
Armed Forces of the United States.

(3) The time during which the run-
ning of the period is suspended is part
of such period. Thus, construction
costs during such time are includible in
the cost of purchasing the new resi-
dence under paragraph (c)(4) of this
section.

(4) The running of the period of 18
months (or two years) after the date of
sale of the old residence referred to in
section 1034(c)(4) and in paragraph (d)
of this section is not suspended. The
running of the 18-month period prior to
the date of the sale of the old residence
within which the new residence may be
purchased in order to have gain on the
sale of the old residence not recognized
under this section is also not sus-
pended. In the case of a sale of an old
residence prior to January 1, 1975, the
periods of 18 months (or two years) re-
ferred to in each of the two preceding
sentences shall be one year (or 18
months).

(5) The term extended active duty
means any period of active duty which
is served pursuant to a call or order to
such duty for a period in excess of 90
days or for an indefinite period. If the
call or order is for a period of more
than 90 days, it is immaterial that the
time served pursuant to such call or
order is less than 90 days, if the reason
for such shorter period of service oc-
curs after the beginning of such duty.
As to what constitutes active service
as a member of the Armed Forces of
the United States, see paragraph (i) of
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§ 1.112–1. As to who are members of the
Armed Forces of the United States, see
section 7701(a)(15), and the regulations
in part 301 of this chapter (Regulations
on Procedure and Administration).

(h) Special rules for involuntary conver-
sions—(1) In general. Except as provided
in subparagraph (2) of this paragraph,
section 1034 is inapplicable to involun-
tary conversions of personal residences
occurring after December 31, 1953 (sec-
tion 1034(i)(1)(B)). For purposes of sec-
tion 1034, an involuntary conversion of
a personal residence occurring after
December 31, 1950, and before January
1, 1954, is treated as a sale of such resi-
dence (section 1034(i)(1)(A); see para-
graph (b)(8) of this section). For pur-
poses of this paragraph, an involuntary
conversion is defined, as the destruc-
tion in whole or in part, theft, seizure,
requisition, or condemnation of prop-
erty, or the sale or exchange of prop-
erty under threat or imminence there-
of. See section 1033 and § 1.1033(a)–3 for
treatment of residences involuntarily
converted after December 31, 1953.

(2) Election to treat condemnation of
personal residence as sale. (i) Section
1034(i)(2) provides a special rule which
permits a taxpayer to elect to treat the
seizure, requisition, or condemnation
of his principal residence, or the sale or
exchange of such residence under
threat or imminence thereof, if occur-
ring after December 31, 1957, as the sale
of such residence for purposes of sec-
tion 1034 (relating to sale or exchange
of residence). A taxpayer may thus
elect to have section 1034 apply, rather
than section 1033 (relating to involun-
tary conversions), in determining the
amount of gain realized on the disposi-
tion of his old residence that will not
be recognized and the extent to which
the basis of his new residence acquired
in lieu thereof shall be reduced. Once
made, the election shall be irrevocable.

(ii) If the taxpayer elects to be gov-
erned by the provisions of section 1034,
section 1033 will have no application.
Thus, a taxpayer who elects under sec-
tion 1034(i)(2) to treat the seizure, req-
uisition, or condemnation of his prin-
cipal residence (but not the destruc-
tion), or the sale or exchange of such
residence under threat or imminence
thereof, as a sale for the purpose of sec-
tion 1034 must satisfy the requirements

of section 1034 and this section. For ex-
ample, under section 1034 a taxpayer
generally must replace his old resi-
dence with a new residence which he
uses as his principal residence, within a
period beginning 18 months (one year
in the case of a sale of an old residence
prior to January 1, 1975) before the date
of disposition of his old residence, and
ending 18 months (one year in the case
of a sale of an old residence prior to
January 1, 1975) after such date. How-
ever, in the case of a new residence the
construction of which was commenced
by the taxpayer within such period, the
replacement period shall not expire
until 2 years (18 months in the case of
a sale of an old residence prior to Janu-
ary 1, 1975) after the date of disposition
of the old residence.

(iii) Time and manner of making elec-
tion. The election under section
1034(i)(2) shall be made in a statement
attached to the taxpayer’s income tax
return, when filed, for the taxable year
during which the disposition of his old
residence occurs. The statement shall
indicate that the taxpayer elects under
section 1034(i)(2) to treat the disposi-
tion of his old residence as a sale for
purposes of section 1034, and shall also
show—

(a) The basis of the old residence;
(b) The date of its disposition;
(c) The adjusted sales price of the old

residence, if known; and
(d) The purchase price, date of pur-

chase, and date of occupancy of the
new residence if it has been acquired
prior to the time of making the elec-
tion.

(i) Statute of limitations. (1) Whenever
a taxpayer sells property used as his
principal residence at a gain, the statu-
tory period prescribed in section 6501(a)
for the assessment of a deficiency at-
tributable to any part of such gain
shall not expire prior to the expiration
of three years from the date of receipt,
by the district director with whom the
return was filed for the taxable year or
years in which the gain from the sale
of the old residence was realized (sec-
tion 1034(j)), of a written notice from
the taxpayer of—

(i) The taxpayer’s cost of purchasing
the new residence which the taxpayer
claims result in nonrecognition of any
part of such gain.
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(ii) The taxpayer’s intention not to
purchase a new residence within the
period when such a purchase will result
in nonrecognition of any part of such
gain, or

(iii) The taxpayer’s failure to make
such a purchase within such period.

Any gain from the sale of the old resi-
dence which is required to be recog-
nized shall be included in gross income
for the taxable year or years in which
such gain was realized. Any deficiency
attributable to any portion of such
gain may be assessed before the expira-
tion of the 3-year period described in
this paragraph, notwithstanding the
provisions of any law or rule of law
which might otherwise bar such assess-
ment.

(2) The notification required by the
preceding subparagraph shall contain
all pertinent details in connection with
the sale of the old residence and, where
applicable, the purchase price of the
new residence. The notification shall
be in the form of a written statement
and shall be accompanied, where appro-
priate, by an amended return for the
year in which the gain from the sale of
the old residence was realized, in order
to reflect the inclusion in gross income
for that year of gain required to be rec-
ognized in connection with such sale.

(j) Effective date. Pursuant to section
7851(a)(1)(C), paragraphs (a), (b), (c), (d),
(f), (g), and (i) of this section apply in
the case of any sale (as defined in para-
graph (b)(8) of this section) made after
December 31, 1953, although such sale
may occur in a taxable year subject to
the Internal Revenue Code of 1939.
Similarly, the rule in paragraph (h) of
this section that involuntary conver-
sions of personal residences are not to
be treated as sales for purposes of sec-
tion 1034 but are governed by section
1033 applies to any such involuntary
conversion made after December 31,
1953, although such involuntary con-
version may occur in a taxable year
subject to the Internal Revenue Code of
1939. The rule in paragraph (e) of this
section requiring an adjustment to the
basis of a new residence, the purchase
of which results (under section 1034, or
section 112(n) of the Internal Revenue
Code of 1939) in the nonrecognition of
gain on the sale of an old residence, ap-
plies in determining the adjusted basis

of the new residence at any time fol-
lowing such sale, although such sale
may occur in a taxable year subject to
the Internal Revenue Code of 1939.

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as
amended by T.D. 6916, 32 FR 5924, Apr. 13,
1967; 32 FR 6971, May 6, 1967; T.D. 7404, 41 FR
6758, Feb. 13, 1976; T.D. 7625, 44 FR 31013, May
30, 1979]

§ 1.1035–1 Certain exchanges of insur-
ance policies.

Under the provisions of section 1035
no gain or loss is recognized on the ex-
change of:

(a) A contract of life insurance for
another contract of life insurance or
for an endowment or annuity contract
(section 1035(a)(1));

(b) A contract of endowment insur-
ance for another contract of endow-
ment insurance providing for regular
payments beginning at a date not later
than the date payments would have
begun under the contract exchanged, or
an annuity contract (section 1035(a)(2));
or

(c) An annuity contract for another
annuity contract (section 1035(a)(3)),
but section 1035 does not apply to such
exchanges if the policies exchanged to
not relate to the same insured. The ex-
change, without recognition of gain or
loss, of an annuity contract for another
annuity contract under section
1035(a)(3) is limited to cases where the
same person or persons are the obligee
or obligees under the contract received
in exchange as under the original con-
tract. This section and section 1035 do
not apply to transactions involving the
exchange of an endowment contract or
annuity contract for a life insurance
contract, nor an annuity contract for
an endowment contract. In the case of
such exchanges, any gain or loss shall
be recognized. In the case of exchanges
which would be governed by section
1035 except for the fact that the prop-
erty received in exchange consists not
only of property which could otherwise
be received without the recognition of
gain or loss, but also of other property
or money, see section 1031 (b) and (c)
and the regulations thereunder. Such
an exchange does not come within the
provisions of section 1035. Determina-
tion of the basis of property acquired
in an exchange under section 1035(a)
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shall be governed by section 1031(d) and
the regulations thereunder.

§ 1.1036–1 Stock for stock of the same
corporation.

(a) Section 1036 permits the ex-
change, without the recognition of gain
or loss, of common stock for common
stock, or of preferred stock for pre-
ferred stock, in the same corporation.
Section 1036 applies even though voting
stock is exchanged for nonvoting stock
or nonvoting stock is exchanged for
voting stock. It is not limited to an ex-
change between two individual stock-
holders; it includes a transaction be-
tween a stockholder and the corpora-
tion. However, a transaction between a
stockholder and the corporation may
qualify not only under section 1036(a),
but also under section 368(a)(1)(E) (re-
capitalization) or section 305(a) (dis-
tribution of stock and stock rights).
The provisions of section 1036(a) do not
apply if stock is exchanged for bonds,
or preferred stock is exchanged for
common stock, or common stock is ex-
changed for preferred stock, or com-
mon stock in one corporation is ex-
changed for common stock in another
corporation. See paragraph (l) of sec-
tion 1301–1 for certain transactions
treated as distributions under section
301. See paragraph (e)(5) of § 1.368–2 for
certain transactions which result in
deemed distributions under section
305(c) to which sections 305(b)(4) and 301
apply.

(b) For rules relating to recognition
of gain or loss where an exchange is
not wholly in kind, see subsections (b)
and (c) of section 1031. For rules relat-
ing to the basis of property acquired in
an exchange described in paragraph (a)
of this section, see subsection (d) of
section 1031.

(c) A transfer is not within the provi-
sions of section 1036(a) if as part of the
consideration the other party to the
exchange assumes a liability of the
taxpayer (or if the property transferred
is subject to a liability), but the trans-
fer, if otherwise qualified, will be with-
in the provisions of section 1031(b).

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as
amended by T.D. 7281, 38 FR 18540, July 12,
1973]

§ 1.1037–1 Certain exchanges of United
States obligations.

(a) Nonrecognition of gain or loss—(1)
In general. Section 1037(a) provides for
the nonrecognition of gain or loss on
the surrender to the United States of
obligations of the United States issued
under the Second Liberty Bond Act (31
U.S.C. 774(2)) when such obligations are
exchanged solely for other obligations
issued under that Act and the Sec-
retary provides by regulations promul-
gated in connection with the issue of
such other obligations that gain or loss
is not to be recognized on such ex-
change. It is not necessary that at the
time of the exchange the obligation
which is surrendered to the United
States be a capital asset in the hands
of the taxpayer. For purposes of sec-
tion 1037(a) and this subparagraph, a
circular of the Treasury Department
which offers to exchange obligations of
the United States issued under the Sec-
ond Liberty Bond Act for other obliga-
tions issued under that Act shall con-
stitute regulations promulgated by the
Secretary in connection with the issue
of the obligations offered to be ex-
changed if such circular contains a dec-
laration by the Secretary that no gain
or loss shall be recognized for Federal
income tax purposes on the exchange
or grants the privilege of continuing to
defer the reporting of the income of the
bonds exchanged until such time as the
bonds received in the exchange are re-
deemed or disposed of, or have reached
final maturity, whichever is earlier.
See, for example, regulations of the
Bureau of the Public Debt, 31 CFR part
339, or Treasury Department Circular
1066, 26 FR 8647. The application of sec-
tion 1037(a) and this subparagraph will
not be precluded merely because the
taxpayer is required to pay money on
the exchange. See section 1031 and the
regulations thereunder if the taxpayer
receives money on the exchange.

(2) Recognition of gain or loss post-
poned. Gain or loss which has been re-
alized but not recognized on the ex-
change of a U.S. obligation for another
such obligation because of the provi-
sions of section 1037(a) (or so much of
section 1031 (b) or (c) as related to sec-
tion 1037(a)) shall be recognized at such
time as the obligation received in the
exchange is disposed of, or redeemed,
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in a transaction other than an ex-
change described in section 1037(a) (or
so much of section 1031 (b) or (c) as re-
lates to section 1037(a)) or reaches final
maturity, whichever is earlier, to the
extent gain or loss is realized on such
later transaction.

(3) Illustrations. The application of
this paragraph may be illustrated by
the following examples, in which it is
assumed that the taxpayer uses the
cash receipts and disbursements meth-
od of accounting and has never elected
under section 454(a) to include in gross
income currently the annual increase
in the redemption price of non-inter-
est-bearing obligations issued at a dis-
count. In addition, it is assumed that
the old obligations exchanged are cap-
ital assets transferred in an exchange
in respect of which regulations are pro-
mulgated pursuant to section 1037(a):

Example 1. A, the owner of a $1,000 series E
U.S. savings bond purchased for $750 and
bearing an issue date of May 1, 1945, surren-
ders the bond to the United States in ex-
change solely for series H U.S. savings bonds
on February 1, 1964, when the series E bond
has a redemption value of $1,304.80. In the ex-
change A pays an additional $195.20 and ob-
tains three $500 series H bonds. None of the
$554.80 gain ($1,304.80 less $750) realized by A
on the series E bond is recognized at the
time of the exchange.

Example 2. In 1963, B purchased for $97 a
marketable U.S. bond which was originally
issued at its par value of $100. In 1964 he sur-
renders the bond to the United States in ex-
change solely for another marketable U.S.
bond which then has a fair market value of
$95. B’s loss of $2 on the old bond is not rec-
ognized at the time of the exchange, and his
basis for the new bond is $97 under section
1031(d). If it has been necessary for B to pay
$1 additional consideration in the exchange,
his basis in the new bond would be $98.

Example 3. The facts are the same as in ex-
ample (2) except that B also receives $1 in-
terest on the old bond for the period which
has elapsed since the last interest payment
date and that B does not pay any additional
consideration on the exchange. As in exam-
ple (2), B has a loss of $2 which is not recog-
nized at the time of the exchange and his
basis in the new bond is $97. In addition, the
$1 of interest received on the old bond is in-
cludible in gross income. B holds the new
bond 1 year and sells it in the market for $99
plus interest. At this time he has a gain of
$2, the difference between his basis of $97 in
the new bond and the sales price of such
bond. In addition, the interest received on
the new bond is includible in gross income.

Example 4. The facts are the same as in ex-
ample (2), except that in addition to the new
bond B also receives $1.85 in cash, $0.85 of
which is interest. The $0.85 interest received
is includible in gross income. B’s loss of $1
($97 less $96) on the old bond is not recog-
nized at the time of the exchange by reason
of section 1031(c). Under section 1031(d) B’s
basis in the new bond is $96 (his basis of $97
in the old bond, reduced by the $1 cash re-
ceived in the exchange).

Example 5. (a) For $975 D subscribes to a
marketable U.S. obligation which has a face
value of $1,000. Thereafter, he surrenders this
obligation to the United States in exchange
solely for a 10-year marketable $1,000 obliga-
tion which at the time of exchange has a fair
market value of $930, at which price such ob-
ligation is initially offered to the public. At
the time of issue of the new obligation there
was no intention to call it before maturity.
Five years after the exchange D sells the new
obligation for $960.

(b) On the exchange of the old obligation
for the new obligation D sustains a loss of $45
($975 less $930), none of which is recognized
pursuant to section 1037(a).

(c) The basis of the new obligation in D’s
hands, determined under section 1031(d), is
$975 (the same basis as that of the old obliga-
tion).

(d) On the sale of the new obligation D sus-
tains a loss of $15 ($975 less $960), all of which
is recognized by reason of section 1002.

Example 6. (a) The facts are the same as in
example (5), except that five years after the
exchange D sells the new obligation for
$1,020.

(b) On the exchange of the old obligation
for the new obligation D sustains a loss of $45
($975 less $930), none of which is recognized
pursuant to section 1037(a).

(c) The basis of the new obligation in D’s
hands, determined under section 1031(d), is
$975 (the same basis as that of the old obliga-
tion). The issue price of the new obligation
under section 1232(b)(2) is $930.

(d) On the sale of the new obligation D re-
alizes a gain of $45 ($1,020 less $975), all of
which is recognized by reason of section 1002.
Of this gain of $45, the amount of $35 is treat-
ed as ordinary income and $10 is treated as
long-term capital gain, determined as fol-
lows:
(1) Ordinary income under first sentence of section

1232(a)(2)(B) on sale of new obligation:
Stated redemption price of new obligation at

maturity ........................................................... $1,000
Less: Issue price of new obligation under sec-

tion 1232(b)(2) ................................................ 930

Original issue discount on new obligation .......... 70

Proration under section 1232(a)(2)(B)(ii):
($70×60 months/120 months) ......................... 35

(2) Long-term capital gain ($45 less $35) ................. 10
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Example 7. (a) The facts are the same as in
example (5), except that D retains the new
obligation and redeems it at maturity for
$1,000.

(b) On the exchange of the old obligation
for the new obligation D sustains a loss of $45
($975 less $930), none of which is recognized
pursuant to section 1037(a).

(c) The basis of the new obligation in D’s
hands, determined under section 1031(d), is
$975 (the same basis as that of the old obliga-
tion). The issue price of the new obligation is
$930 under section 1232(b)(2).

(d) On the redemption of the new obliga-
tion D realizes a gain of $25 ($1,000 less $975),
all of which is recognized by reason of sec-
tion 1002. Of this gain of $25, the entire
amount is treated as ordinary income, deter-
mined as follows:
Ordinary income under first sentence of section

1232(a)(2)(B) on redemption of new obligation:
Stated redemption price of new obligation at

maturity ........................................................... $1,000
Less: Issue price of new obligation under sec-

tion 1232(b)(2) ................................................ 930

Original issue discount on new obligation .......... 70

Proration under section 1232(a)(2)(B)(ii):
($70×120 months/120 months), but such
amount not to exceed the $25 gain recog-
nized on redemption ....................................... 25

(b) Application of section 1232 upon dis-
position or redemption of new obligation—
(1) Exchanges involving nonrecognition of
gain on obligations issued at a discount.
If an obligation, the gain on which is
subject to the first sentence of section
1232(a)(2)(B), because the obligation
was originally issued at a discount, is
surrendered to the United States in ex-
change for another obligation and any
part of the gain realized on the ex-
change is not then recognized because
of the provisions of section 1037(a) (or
because of so much of section 1031(b) as
relates to section 1037(a)), the first sen-
tence of section 1232(a)(2)(B) shall
apply to so much of such unrecognized
gain as is later recognized upon the dis-
position or redemption of the obliga-
tion which is received in the exchange
as though the obligation so disposed of
or redeemed were the obligation sur-
rendered, rather than the obligation re-
ceived, in such exchange. See the first
sentence of section 1037(b)(1). Thus, in
effect that portion of the gain which is
unrecognized on the exchange but is
recognized upon the later disposition
or redemption of the obligation re-
ceived from the United States in the
exchange shall be considered as ordi-

nary income in an amount which is
equal to the gain which, by applying
the first sentence of section
1232(a)(2)(B) upon the earlier surrender
of the old obligation to the United
States, would have been considered as
ordinary income if the gain had been
recognized upon such earlier exchange.
Any portion of the gain which is recog-
nized under section 1031(b) upon the
earlier exchange and is treated at such
time as ordinary income shall be de-
ducted from the gain which is treated
as ordinary income by applying the
first sentence of section 1232(a)(2)(B)
pursuant to this subparagraph upon the
disposition or redemption of the obli-
gation which is received in the earlier
exchange. This subparagraph shall
apply only in a case where on the ex-
change of United States obligations
there was some gain not recognized by
reason of section 1037(a) (or so much of
section 1031(b) as relates to section
1037(a)); it shall not apply where, only
loss was unrecognized by reason of sec-
tion 1037(a).

(2) Rules to apply when a nontransfer-
able obligation is surrendered in the ex-
change. For purposes of applying both
section 1232(a)(2)(B) and subparagraph
(1) of this paragraph to the total gain
realized on the obligation which is
later disposed of or redeemed, if the ob-
ligation surrendered to the United
States in the earlier exchange is a non-
transferable obligation described in
section 454 (a) or (c)—

(i) The aggregate amount considered,
with respect to the obligation so sur-
rendered in the earlier exchange, as or-
dinary income shall not exceed the dif-
ference between the issue price of the
surrendered obligation and the stated
redemption price of the surrendered ob-
ligation which applied at the time of
the earlier exchange, and

(ii) The issue price of the obligation
which is received from the United
States in the earlier exchange shall be
considered to be the stated redemption
price of the surrendered obligation
which applied at the time of the earlier
exchange, increased by the amount of
other consideration (if any) paid to the
United States as part of the earlier ex-
change.
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If the obligation received in the earlier
exchange is a nontransferable obliga-
tion described in section 454(c) and
such obligation is partially redeemed
before final maturity or partially dis-
posed of by being partially reissued to
another owner, the amount determined
by applying subdivision (i) of this sub-
paragraph shall be determined on a
basis proportional to the total denomi-
nation of obligations redeemed or dis-
posed of. See paragraph (c) of § 1.454–1.

(3) Long-term capital gain. If, in a case
where both subparagraphs (1) and (2) of
this paragraph are applied, the total
gain realized on the redemption or dis-
position of the obligation which is re-
ceived from the United States in the
exchange to which section 1037(a) (or so
much of section 1031(b) as related to
section 1037(a)) applies exceeds the
amount of gain which, by applying
such subparagraphs, is treated as ordi-
nary income, the gain in excess of such
amount shall be treated as long-term
capital gain.

(4) Illustrations. The application of
this paragraph may be illustrated by
the following examples, in which it is
assumed that the taxpayer uses the
cash receipts and disbursements meth-
od of accounting and has never elected
under section 454(a) to include in gross
income currently the annual increase
in the redemption price of non-inter-
est-bearing obligations issued at a dis-
count. In addition, it is assumed that
the old obligations exchanged are cap-
ital assets transferred in an exchange
in respect of which regulations are pro-
mulgated pursuant to section 1037(a):

Example 1. (a) A purchased a noninterest-
bearing nontransferable U.S. bond for $74
which was issued after December 31, 1954, and
redeemable in 10 years for $100. Several years
later, when the stated redemption value of
such bond is $94.50, A surrenders it to the
United States in exchange for $1 in cash and
a 10-year marketable bond having a face
value of $100. On the date of exchange the
bond received in the exchange has a fair mar-
ket value of $96. Less than one month after
the exchange, A sells the new bond for $96.

(b) On the exchange of the old bond for the
new bond A realizes a gain of $23, determined
as follows:
Amount realized (a new bond worth $96 plus $1 cash) $97
Less: Adjusted basis of old bond .................................. 74

Gain realized ................................................... 23

Pursuant to so much of section 1031(b) as
applies to section 1037(a), the amount of such
gain which is recognized is $1 (the money re-
ceived). Such recognized gain of $1 is treated
as ordinary income. On the exchange of the
old bond a gain of $22 ($23 less $1) is not rec-
ognized.

(c) The basis of the new bond in A’s hands,
determined under section 1031(d) is $74 (the
basis of the old bond, decreased by the $1 re-
ceived in cash and increased by the $1 gain
recognized on the exchange).

(d) On the sale of the new bond A realizes
a gain of $22 ($96 less $74), all of which is rec-
ognized by reason of section 1002. Of this
gain of $22, the amount of $19.50 is treated as
ordinary income and $2.50 is treated as long-
term capital gain, determined as follows:
(1) Ordinary income, treating sale of new

bond as though a sale of old bond and ap-
plying section 1037(b)(1)(A):
Stated redemption price of old bond ......... $94.50
Less: Issue price of old bond ..................... 74.00

Aggregate gain under section
1037(b)(1)(A) (not to exceed $22 not
recognized at time of exchange) ........ 20.50

Less: Amount of such gain recognized
at time of exchange ............................ 1.00

Ordinary income ......................................... 19.50

(2) Ordinary income under first sentence of
section 1232(a)(2)(B), applying section
1037(b)(1)(B) to sale of new bond:
Stated redemption price

of new bond at matu-
rity ............................... $100.00

Less: Issue price of new
bond under section
1037(b)(1)(B) ($94.50
plus $0 additional con-
sideration paid on ex-
change) ....................... 94.50

Original issue discount
on new bond ............... 5.50

Proration under section
1232(a)(2)(B)(ii):
($5.50×0 months/120
months) ....................... 0

(3) Total ordinary income (sum of subpara-
graphs (1) and (2)) ..................................... 19.50

(4) Long-term capital gain ($22 less $19.50) 2.50

Example 2. (a) The facts are the same as in
example (1), except that, less than one
month after the exchange of the old bond,
the new bond is sold for $92.

(b) On the sale of the new bond A realizes
a gain of $18 ($92 less $74), all of which is rec-
ognized by reason of section 1002. Of this
gain, the entire amount of $18 is treated as
ordinary income. This amount is determined
as provided in paragraph (d)(1) of example (1)
except that the ordinary income of $19.50 is
limited to the $18 recognized on the sale of
the new bond.
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Example 3. (a) The facts are the same as in
example (1), except that 2 years after the ex-
change of the old bond A sells the new bond
for $98.

(b) On the sale of the new bond A realizes
a gain of $24 ($98 less $74), all of which is rec-
ognized by reason of section 1002. Of this
gain of $24, the amount of $20.60 is treated as
ordinary income and $3.40 is treated as long-
term capital gain, determined as follows:
(1) Ordinary income applicable to old

bond (determined as provided in
paragraph (d)(1) of example (1)) ....... $19.50

(2) Ordinary income applicable to new
bond (determined as provided in
paragraph (d)(2) of example (1), ex-
cept that the proration of the original
issue discount under section
1232(a)(2)(B)(ii) amounts to $1.10
($5.50×24 months/120 months) ......... 1.10

(3) Total ordinary income (sum of sub-
paragraphs (1) and (2)) ...................... 20.60

(4) Long-term capital gain ($24 less
$20.60) ............................................... 3.40

Example 4. (a) The facts are the same as in
example (1), except that A retains the new
bond and redeems it at maturity for $100.

(b) On the redemption of the new bond A
realizes a gain of $26 ($100 less $74), all of
which is recognized by reason of section 1002.
Of this gain of $26, the amount of $25 is treat-
ed as ordinary income and $1 is treated as
long-term capital gain, determined as fol-
lows:
(1) Ordinary income applicable to old

bond (determined as provided in
paragraph (d)(1) of example (1)) ....... $19.50

(2) Ordinary income applicable to new
bond (determined as provided in
paragraph (d)(2) of example (1), ex-
cept that the proration of the original
issue discount under section
1232(a)(2)(B)(ii) amounts to $5.50
($5.50×120 months/120 months)) ...... 5.50

(3) Total ordinary income (sum of sub-
paragraphs (1) and (2)) ...................... 25.00

(4) Long-term capital gain ($26 less
$25) .................................................... 1.00

Example 5. (a) In 1958 B purchased for $7,500
a series E United States savings bond having
a face value of $10,000. In 1965 when the stat-
ed redemption value of the series E bond is
$9,760, B surrenders it to the United States in
exchange solely for a $10,000 series H U.S.
savings bond, after paying $240 additional
consideration. B retains the series H bond
and redeems it at maturity in 1975 for $10,000,
after receiving all the semiannual interest
payments thereon.

(b) On the exchange of the series E bond for
the series H bond, B realizes a gain of $2,260
($9,760 less $7,500), none of which is recog-
nized at such time by reason of section
1037(a).

(c) The basis of the series H bond in B’s
hands, determined under section 1031(d), is
$7,740 (the $7,500 basis of the series E bond,
plus $240 additional consideration paid for
the series H bond).

(d) On the redemption of the series H bond,
B realizes a gain of $2,260 ($10,000 less $7,740),
all of which is recognized by reason of sec-
tion 1002. This entire gain is treated as ordi-
nary income by treating the redemption of
the series H bond as though it were a re-
demption of the series E bond and by apply-
ing section 1037(b)(1)(A).

(e) Under section 1037(b)(1)(B) the issue
price of the series H bonds is $10,000 ($9,760
stated redemption price of the series E bond
at time of exchange, plus $240 additional con-
sideration paid). Thus, with respect to the
series H bond, there is no original issue dis-
count to which section 1232(a)(2)(B) might
apply.

Example 6. (a) The facts are the same as in
example (5), except that in 1970 B submits
the $10,000 series H bond to the United States
for partial redemption in the amount of
$3,000 and for reissuance of the remainder in
$1,000 series H savings bonds registered in his
name. On this transaction B receives $3,000
cash and seven $1,000 series H bonds, bearing
the original issue date of the $10,000 bond
which is partially redeemed. The $1,000, se-
ries H bonds are redeemed at maturity in
1975 for $7,000.

(b) On the partial redemption of the $10,000
series H bond in 1970 B realizes a gain of $678
($3,000 less $2,322 [$7,740×$3,000/$10,000]), all of
which is recognized at such time by reason of
section 1002 and paragraph (c) of § 1.454–1.
This entire gain is treated as ordinary in-
come, by treating the partial redemption of
the series H bond as though it were a re-
demption of the relevant denominational
portion of the series E bond and by applying
section 1037(b)(1)(A).

(c) On the redemption at maturity in 1975
of the seven $1,000 series H bonds B realizes
a gain of $1,582 ($7,000 less $5,418 [$7,740×$7,000/
$10,000]), all of which is recognized at such
time by reason of section 1002 and paragraph
(c) of § 1.454–1. This entire gain is treated as
ordinary income, determined in the manner
described in paragraph (b) of this example.

Example 7. (a) The facts are the same as in
example (5), except that in 1970 B requests
the United States to reissue the $10,000 series
H bond by issuing two $5,000 series H bonds
bearing the original issue date of such $10,000
bond. One of such $5,000 bonds is registered in
B’s name, and the other is registered in the
name of C, who is B’s son. Each $5,000 series
H bond is redeemed at maturity in 1975 for
$5,000.

(b) On the issuing in 1970 of the $5,000 series
H bond to C, B realizes a gain of $1,130 ($5,000
less $3,870 [$7,740×$5,000/$10,000]), all of which
is recognized at such time by reason of sec-
tion 1002 and paragraph (c) of § 1.454–1. This
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entire gain is treated as ordinary income by
treating the transaction as though it were a
redemption of the relevant denominational
portion of the series E bond and by applying
section 1037(b)(1)(A).

(c) On the redemption at maturity in 1975
of the $5,000 series H bond registered in his
name B realizes a gain of $1,130 ($5,000 less
$3,870 [$7,740×$5,000/$10,000]), all of which is
recognized at such time by reason of section
1002 and paragraph (c) of § 1.454–1. This entire
gain is treated as ordinary income, deter-
mined in the manner described in paragraph
(b) of this example.

(d) On the redemption at maturity in 1975
of the $5,000 series H bond registered in his
name C does not realize any gain, since the
amount realized on redemption does not ex-
ceed his basis in the property, determined as
provided in section 1015.

(5) Exchanges involving nonrecognition
of gain or loss on transferable obligations
issued at not less than par—(i) In general.
If a transferable obligation of the Unit-
ed States which was originally issued
at not less than par is surrendered to
the United States for another transfer-
able obligation in an exchange to
which the provisions of section 1037(a)
(or so much of section 1031 (b) or (c) as
relates to section 1037(a)) apply, the
issue price of the obligation received
from the United States in the exchange
shall be considered for purposes of ap-
plying section 1232 to gain realized on
the disposition or redemption of the
obligation so received, to be the same
as the issue price of the obligation
which is surrendered to the United
States in the exchange, increased by
the amount of other consideration, if
any, paid to the United States as part
of the exchange. This subparagraph
shall apply irrespective of whether
there is gain or loss unrecognized on
the exchange and irrespective of the
fair market value, at the time of the
exchange, of either the obligation sur-
rendered to, or the obligation received
from, the United States in the ex-
change.

(ii) Illustrations. The application of
this subparagraph may be illustrated
by the following examples, in which it
is assumed that the taxpayer uses the
cash receipts and disbursements meth-
od of accounting and that the old obli-
gations exchanged are capital assets
transferred in an exchange in respect of
which regulations are promulgated
pursuant to section 1037(a):

Example 1. (a) A purchases in the market
for $85 a marketable U.S. bond which was
originally issued at its par value of $100.
Three months later, A surrenders this bond
to the United States in exchange solely for
another $100 marketable U.S. bond which
then has a fair market value of $88. He holds
the new bond for 5 months and then sells it
on the market for $92.

(b) On the exchange of the old bond for the
new bond A realizes a gain of $3 ($88 less $85),
none of which is recognized by reason of sec-
tion 1037(a).

(c) The basis of the new bond in A’s hands,
determined under section 1031(d), is $85 (the
same as that of the old bond). The issue price
of the new bond for purposes of section
1232(a)(2)(B) is considered under section
1037(b)(2) to be $100 (the same issue price as
that of the old bond).

(d) On the sale of the new bond A realizes
a gain of $7 ($92 less $85), all of which is rec-
ognized by reason of section 1002. Of this
gain of $7, the entire amount is treated as
long-term capital gain, determined as fol-
lows:
(1) Ordinary income under first sen-

tence of section 1232(a)(2)(B), ap-
plicable to old bond:

Stated redemption price of old
bond at maturity ...................... $100

Less: Issue price of old bond ..... 100

Original issue discount on old bond ............... 0
(2) Ordinary income under first sentence of sec-

tion 1232(a)(2)(B), applying section 1037(b)(2)
to sale of new bond:

Stated redemption price of new
bond at maturity ...................... 100

Less: Issue price of new bond
under section 1037(b)(2) ......... 100

Original issue discount on new bond ............. 0
(3) Long-term capital gain ($7 less sum of sub-

paragraphs (1) and (2)) ...................................... $7

Example 2. The facts are the same as in ex-
ample (1), except that A retains the new
bond and redeems it at maturity for $100. On
the redemption of the new bond, A realizes a
gain of $15 ($100 less $85), all of which is rec-
ognized under section 1002. This entire gain
is treated as long-term capital gain, deter-
mined in the same manner as provided in
paragraph (d) of example (1).

Example 3. (a) For $1,000 B subscribes to a
marketable U.S. bond which has a face value
of $1,000. Thereafter, he surrenders this bond
to the United States in exchange solely for a
10-year marketable $1,000 bond which at the
time of exchange has a fair market value of
$930, at which price such bond is initially of-
fered to the public. Five years after the ex-
change, B sells the new bond for $950.

(b) On the exchange of the old bond for the
new bond, B sustains a loss of $70 ($1,000 less
$930), none of which is recognized pursuant
to section 1037(a).
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